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Investor reactions to corporate 
environmental saints and sinners: an 


experimental analysis 


Christian C. C. Chan* and Markus J. Milne* 


Abstract—Following Dierkes and Antal’s (1985) model, this study examines the decision usefulness of narrative 
disclosures on firms' environmental performance by focusing on how investors allocate their investment funds. 
Using an experimental design, the study examines investors' reactions to two states of corporate environmental 
performance: one in which the company discloses it is performing badly with respect to the environment, and 
another in which the company discloses it 13 a leader in environmental management. The results indicate that 
investors, as expected, react strongly and negatively to the poor environmental performer, while somewhat less 
expected, there is no significant reaction to the better environmental performer. Sub-analyses, however, reveal 
*environmental clientele' effects. For the poor environmental performer, investors who specifically mention environ- 
mental performance react even more strongly and negatively than those who make no mention of environmental 
performance. In the case of the better environmental performer, the reactions are more complex. For those investors 
who specifically mention the firm's environmental performance, two opposite reactions result. While one group 
positively invests in the company for its environmental leadership, the other group avoids investing in the company 
for what it appears to consider excessive and unnecessary expenditure. The results from this study are consistent 
with the widespread observation that firms will rarely disclose poor environmental performance unless required to 
do so. Moreover, the mixed reactions to the better environmental performer could also partly explain why firms 


appear willing to report their positive environmental achievements in only vague and general terms. 


1. Introduction 


Over recent years, the reporting of firms' impacts 
on the physical environment has dramatically in- 
creased (Gray et al., 1995; KPMG, 1997a). Con- 
cluding their 1996 International Survey of 
Environmental Reporting, KPMG state: ‘Environ- 
mental issues are on the business agenda to stay, 
as illustrated by the fact that 71% of the companies 
mentioned environmental issues in their annual re- 
ports, compared to 58% in 1993.’ Unlike financial 
reports, however, environmental disclosures are 
typically qualitative (narrative statements) (Gray 
et al., 1995; Deegan and Gordon, 1996; Hackston 
and Milne, 1996), and most go unverified by third 
parties, although this is now beginning to change 





*The authors would like to thank Drs Alan Macgregor, Kate 
Brown, Ken Moores and Ralph Adler for comments on earlier 
drafts. In addition, the authors express their appreciation to 
participants at seminars at Massey University, the Universities 
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on this paper should be addressed to Markus J. Milne, De- 
partment of Accountancy, University of Otago, P.O. Box 56, 
Dunedin, New Zealand. Fax: 64-3-4798450, Email: 
mmilne@commerce.otago.ac.nz 

. *Formerly a postgraduate. student, Department of Account- 
ancy, University of Otago. 
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in the UK and some Scandinavian countries 
(KPMG, 1997a). Most environmental (and social) 
disclosures made by companies also tend to por- 
tray firms in a positive light (Guthrie and Parker, 
1990; Deegan and Gordon, 1996; Hackston and 
Milne, 1996), and in some cases may bear no 
relationship to other measures of the same events 
(Wiseman, 1982; Deegan and Rankin, 1996). This 
definite bias towards reporting positive news has 
led a number of observers to suggest such report- 
ing may be little more than public relations exer- 
cises (Hines, 1991; Harte and Owen, 1992; Coo- 
pers & Lybrand, 1993; Greenpeace, 1993, 1996a). 
Following Dierkes and Antal’s (1985) model of 
social responsibility information usefulness, and 
utilising an experimental method, the purpose of 
this study is to investigate the potential impact of . 
positive and negative environmental disclosures on 
investment decision-making. Groups such as in- 
vestors, employees, suppliers, customers, govern- 
ment, and the community, it is argued, might find 
environmental and social information useful for 
their decisions and firms respond to these demands 
(see, for example, Ramanathan, 1976; Dierkes, 
1979; Dierkes and Antal, 1985; Guthrie and Par- 
ker, 1990). | | 
While recent surveys of shareholders’ percep- 
tions of environmental disclosures suggest a strong 
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demand for environmental information (see, for 
example, Epstein and Freedman, 1994; Goodwin 
et al, 1996; Deegan and Rankin, 1997), surveys 
have limitations, In particular, within a decision 
usefulness framework, demand for information by 
itself cannot provide an adequate basis on which 
to argue why and with what sort of information 
firms should respond, or to explain why firms are 
responding with certain disclosures. Dierkes and 
Antal (1985, 1986) suggest, ‘The ultimate test for 
the usefulness of social [and environmental] re- 
porting information [is] its impact on decision- 
making' (1985:30). To rely on decision-makers' 
Claims for information could be faulty because of 
real inconsistencies in their attitudes and their be- 
haviour. Decision-makers might not always use 
the information they claim to need, nor may they 
actually know whether it is useful—whether it 
makes a difference to their decisions. 

Assessing the decision impact of accounting 
information is not new. Decision usefulness mod- 
els have appeared in the literature since the 1960s 
(see, for example, Bruns, 1968; Sterling, 1972) and 
studies have examined the decision impacts of al- 
ternative inventory techniques, segmented data, 
tax allocation techniques, cash flow statements, 
and current cost accounting information.! Other 
than stock market reactions’ studies, only Hen- 
dricks (1976) and Belkaoui (1980) directly assess 
the behavioural impact of social responsibility 
information on investment decision-making. Both 
studies, however, were limited to using financially 
quantified experimental social information (human 
resource accounting, and pollution cost informa- 
tion) disclosed within the financial statements or 
footnotes thereto. Consequently, little is known 
about the decision impact of the qualitative 
environmental information that firns more 
typically disclose outside of the financial state- 
ments in their annual reports. This study specifi- 
cally investigates the magnitude of the decision im- 
pacts of positive and negative environmental 
information on investment decision-making. 


2. Prior literature and hypotheses 
development 


In contrast to the decision criteria of relevance and 
reliability (FASB, 1980:10), Dierkes and Antal 
(1985) present a different and comprehensive ap- 
proach to decision usefulness. In terms of corpo- 
rate social responsibility, they suggest 
investigating: 

e How important is the concept of corporate so- 

cial responsibility to users? 





! See, for example, Bruns (1965), Dyckman (1965), Dopuch 
& Ronen (1973), Ortman (1975), Livingstone (1972), and Dun- 
can and Moores (1988). 
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e How much corporate social disclosures satisfy 
users information needs when making 
decisions? 

° Is social disclosure considered usable; 1$ the 
information perceived to be reliable and is it pre- 
sented in such a way that it can be used? 

* Does corporate social disclosure actually change 
decision-making behaviour? 

Assessing the perceived usefulness of corporate so- 

cial disclosures to users, then, is considered the be- 

ginning: the ultimate test is its impact on decision- 
making. Separating ‘usefulness’ into attitudinal 

(perceptions) and behavioural (impact on behav- 

jour) measures is also important because as psy- 

chologists have long known, relations between at- 
titude and behaviour. are not certain to exist 

(Schuman and Johnson, 1976). 

Early surveys report that only when making spe- 
cific ethical investments is social information in an- 
nual reports perceived to be particularly useful 
(see, for example, Buzby and Falk, 1978; Rockness 
and Williams, 1988; Harte et al., 1991). For ‘gen- 
eral’ investment decision-making, social informa- 
tion is perceived to be of only moderate impor- 
tance (Firth, 1978; Buzby and Falk, 1979; 
Benjamin and Stanga, 1977; Teoh and Shui, 1990). 
Recent evidence from Australia (Deegan and Ran- 
kin, 1997), New Zealand (Goodwin et al., 1996), 
and the US (Epstein, 1992), however, now reports 
strong shareholder demand for the disclosure of ` 
corporate environmental performance. Epstein 
(1992:83) suggests shareholders ‘want their firms 
to put more funds into cleaning up their plants and 
stopping environmental! pollution—even when that 
means receiving smaller dividends’. 

Such strong positive attitudes to environmental 
reporting, however, are not universally held. In- 
vestment analysts, bankers and others from the fi- 
nancial advisory sector when asked consistently 
seem to down play the importance of such 
information (Deegan and Rankin, 1997; Teoh and 
Shui, 1990). Evidence from UK City analysts, for 
example, suggests analysts are driven by the re- 
quirements of their clients, which they interpret to 
be primarily a positive financial outcome on the 
clients’ investments. Issues considered moral or 
emotional are not seen as part of the analysts’ re- 
mit, unless such issues have identifiable financial 
consequences (BIE, 1994:13, quoted in Deegan 
and Rankin, 1997:566). Analysts, then, claim their 
assessments are made on rational, financial 
criteria. 

In contrast, experimental evidence suggests 
bankers, accountants and others with a financial 
training do take note of corporate social informa- 
tion when making investment decisions. Belkaoui 
(1980), for example, reports additional pollution 
abatement cost information produces positive ef- 
fects on the investment decisions of bank loan of- 
ficers and accountants. While loan officers pre- 
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ferred the company that was making greater 
investments in pollution abatement equipment 
regardless of their investment strategy, account- 
ants preferred the company making pollution 
abatement investments only under a capital gains 
investment strategy. Under a short-term invest- 
ment strategy, they switched funds away from the 
heavy investor in pollution abatement equipment. 

While the differences in the survey and experi- 
mental results could reflect real inconsistencies in 
the attitudes and behaviours of financially trained 
investors to corporate environmental information, 
they may also reflect differences in the research sig- 
nals. Survey respondents may be unwilling to 
openly admit to the influence of 'soft' environ- 
mental information when asked, yet when ob- 
served more covertly, such an influence becomes 
apparent. Alternatively, though, the experiments 
focus on financially quantified social information 
disclosed within the (audited) financial statements 
or footnotes thereto, while the surveys rarely spec- 
ify the kind of social and environmental informa- 
tion to which they seek responses. Such experi- 
mental information is consistent with permitting 
an assessment of the 'financial consequences' of a 
firm's social and environmental actions, but what 
of the more typical narrative environmental disclo- 
sures outside of the financial statements? Can we 
expect this narrative information to elicit similar 
` investment reactions? And can we expect equal 
(but opposite) reactions to narrative information 
that is disclosed by ‘good’ and ‘bad’ environmental 
performing firms? 

The classic argument from some economists is 
that beyond what is legally required, corporations 
should not waste shareholders’ resources on mat- 
ters of social responsibility (Friedman, 1962, 1970; 
Hayek, 1969). Investors are likely to react nega- 
tively to such firms if they anticipate reduced 
profitability with no corresponding reduction in 
risk.(Holman et al., 1985). The counter argument, 
however, is that social responsibility does reduce 
the risk of future costs and liabilities that may re- 
sult from tougher rules and regulations brought 
against anti-social behaviour (Holman et al., 1985; 
Epstein, 1992). Investors, therefore, might reward 
socially responsible firms in terms of higher in- 
vestments for their ability to anticipate and and 
avoid future costs and liabilities. 

Taking a rational and cost/benefit approach to 
voluntary disclosures, Verrecchia (1983), Lewis et 
al., (1992), and Craswell and Taylor (1992) argue 
-that firms voluntarily disclose only that informa- 
tion they perceive will increase the value of the 
firm. Where the perceived harm of information 
outweighs the benefits, the information is unlikely 
to be provided. The corollary is that a firm that 
incorrectly provides negative information reduces 
its value. To the extent that firms are capable of 
correctly judging the reactions of their investors, 
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then, we should expect to see positive investor re- 
actions to the extent that environmental disclo- 
sures convey competitive advantage, industry lead- 
ership, future cost savings as well as the likelihood 
of avoiding future penalties. Disclosing ‘excessive 
costs’ in achieving such outcomes, however, could 
result in negative investor reactions. 

In many ways, then, the literature seems to have 
a bet each way on how investors might react to 
positive environmental disclosures. While Bel- 
kaoui (1980) perhaps provides the strongest evi- 
dence in favour of a positive reaction, his results 
are inconsistent, and doubts must remain about 
the extent to which his experimental results hold 
for a decision experiment involving narrative 
environmental disclosures.? Over the long run, the 
reduced risks and potential benefits from an 
exemplary environmental management рго- 
gramme should be more readily perceived. The 
likelihood of investors reacting negatively in the 
manner that Friedman and others suggest seems 
more likely, if it is to occur at all, under a short 
run strategy. 

Despite no published survey or experimental ev- 
idence on investors’ reactions to negative environ- 
mental disclosures, we expect a negative reaction. 
The voluntary disclosure literature suggests firms 
will avoid disclosing negative news for fear of de- 
valuing the firm, and to date the environmental 
disclosures literature strongly supports this view 
(see, for example, Deegan and Rankin, 1996). 
Consequently, strong negative investor reactions 
to environmental disclosures that admit breaches 
of environmental regulations and incur penalties 
for doing so are expected. | 

From an experimental design of one control and 
two independent treatment (labelled 'saint' and 
‘sinner’) groups each making a two company (A 
and B) portfolio investment decision, the following 
four (null) hypotheses are suggested: 

НЕ: under a long-term investment strategy, in 
which the treatment (saint) group is provided 
with positive environmental disclosures, 
there is a non-positive difference in the mean 
amount invested by the control group in 
company А (or B) and the mean amount in- 
vested by the saint group in company А (or 
B). 

: under a short-term investment strategy, in 
which the treatment (saint) group is provided 
with positive environmental disclosures, 
there is no difference in the mean amount 


? While several stock market reactions' studies have found 
positive reactions to (positive) social disclosures (see, for ex- 
ample, Anderson & Frankle 1980; Belkaoui 1976; Shane & Spi- 
cer 1983), the ability of such studies to provide predictions for 
financially trained investors making single decisions must also 
be doubtful. Several other stock market studies also have found 
negative or no reactions (see, for example, Ingram 1978; Ma- 
hapatra 1984; Freedman and Jaggi 1986). 
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invested by the control group in company А 

(or B) and the mean amount invested by the 

saint group in company À (or B)? 
: under a long-term investment strategy, in 
which the treatment (sinner) group is pro- 
vided with negative environmental disclo- 
sures, there is a non-negative difference in 
the mean amount invested by the control 
group in company À (or B) and the mean 
amount invested by the sinner group in À (or 
B). 
under a short-term investment decision ho- 
rizon, in which the treatment (sinner) group 
is provided with negative environmental dis- 
closures, there is a non-negative difference in 
the mean amount invested by the control 
group in А (or B) and the mean amount in- 
vested by the sinner group in company À (or 
B). 


Н4: 


3. Method 


The literature presents two main approaches to as- 
sessing the decision impact of environmental 
information for investment decision-making, 
namely capital market research and survey-based 
decision experiments. Capital market studies posit 
that if social and environmental disclosures have 
informational value, then they would be reflected 
in share price changes. Survey-based experiments, 
on the other hand, assess decision impact more 
directly. While both approaches have limitations,‘ 
the choice to adopt an experimental survey for this 
study was primarily due to the interest of investi- 
gating the usefulness of environmental informa- 
tion for investment decisions at the disaggregated 
micro level. As opposed to capital market re- 
search, surveys enable particular user groups or 
segments of the population to be investigated. 
Likewise, surveys offer considerable control over 
the information signals being investigated. Market 
reaction studies, for example, cannot investigate 
the impact of voluntary negative environmental 
information, since it rarely gets disclosed. Surveys 
also permit an examination of individuals’ percep- 
tions of the environmental information used in 
their decision-making and the relative impact it 


3 Note, given the previous mixed results, a two-tailed test is 
proposed to reflect the possibility of a difference in either direc- 
tion. Although it is far from standard practice, to reffect the 
possibility that there really is no difference between the two 
groups, and the survey evidence is in fact correct, when inter- 
preting the test results an a = 0.10 or higher value might be 
in order. While a higher « value increases the probability of 
rejecting a null hypothesis of no difference when in fact it is 
true, it also lowers the value of fi: the probability of failing to 
reject a null of no difference when in fact it is false. 

^ For several critiques of capital market research, see, for 
example, Chambers (1974), Hines (1982), Black (1973), and 
Ulimann (1985). For a discussion of the limitations of surveys, 
see, for example, Oppenheim (1992). 
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may have. Nonetheless, it needs to be remembered 
that investment decision experiments are just that: 
experiments. Аз such, experiments rarely involve 
the investment of real funds and often over-sim- 
plify the real decision-making process by, for ex- 
ample, providing the information rather than let- 
ting the decision-makers gather their own. 


3.1. Sample selection 

Investment analysts and accountants were se- 
lected as subjects for this study. The subjects were 
randomly selected from the membership list pro- 
vided by the local Institute of Chartered Account- 
ants and directly accessed through the local Soci- 
ety of Investment Analysts? By way of the 
research design, three independent random sam- 
ples of 60 accountants and three independent ran- 
dom samples of 60 investment analysts were 
drawn. This study acknowledges that accountants 
and investment analysts may not be strictly inves- 
tors per se. However, for the purposes of this 
study, the definition of an ‘investor’ is not so much 
a current shareholder but an individual who pos- 
sesses the necessary skills to evaluate investments. 

The choice of participants for the study obvi- 
ously involves some trade-offs. Studies by Lee and 
Tweedie (1975, 1976), for example, show that 'so- 
phisticated' investors (individuals who possess a 
significant degree of experience in accounting and 
financial matters) are more likely to understand 
financial reporting practices and the accounting 
information contained in the annual report than 
*unsophisticated' investors. Although not a pre- 
requisite for this study, such professionals are 
likely to be investors on behalf of themselves, their 
companies or their clients anyway. Financially 
trained ‘investors’, then, are more likely to increase 
the internal validity of the experiment. Nonethe- 
less, such participants also limit the extent to 
which the experimental findings can be generalised 
to other investor groups. 


3.2. Experimental design 

Modelled after the instruments used by Hen- 
dricks (1976) and Belkaoui (1980), participants 
from each professional group were asked to com- 
pare two firms, Company А and Company B, and 
then allocate $50,000 as equity investment between 
the two firms under two investment strategies. The 
two investment strategies (1.е., invest for specula- 
tive profit and invest for long term share owner- 
ship) were explained to the participants to ensure 
uniformity of interpretation. The design of the 


5 Due to the Privacy Act, the Society of Investment Analysts 
insisted on performing their own selection procedure, which we 
were assured would be random. Nevertheless, as researchers, 
we could not attest that this was in fact properly carried out. 
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experiment resulted in three information packets 
as follows:$ 


Control 

The first packet includes the financial statements 
of both companies À and B (labelled Alpha Inc. 
and Sigma Inc. respectively in the questionnaires) 
prepared according to conventional accounting 


procedures, (ie., ignoring any environmental . 


information). This first packet was mailed to one 
random sample of 60 accountants and one random 
sample of 60 investment analysts. 


Saint 

The second packet includes the same financial 
statements as the control packet, but, in addition, 
for Company A (labelled Lambda Inc. in the ques- 
tionnaire) the financial statements were preceded 
by a page of neutral (1.е., non-environmental) nar- 
rative statements. For Company B (labelled 
Gamma Inc. in the questionnaire) a page of 
environmental statements was added. The environ- 
mental statements were contrived to indicate a 
strong and positive commitment to environmental 
issues. This second packet was mailed to another 
random sample of 60 accountants and to another 
random sample of 60 investment analysts. 


Sinner 

The third packet includes the same financial 
statements as the other two packets, and the same 
page of neutral, narrative statements for Company 
A (labelled Kappa Inc. in the questionnaire). For 
Company B (labelled Beta Inc. in the question- 
naire), however, the environmental statements 
were contrived to indicate a weak and somewhat 
negative commitment to environmental issues. 
This third packet was mailed to the other random 
samples of 60 accountants and 60 investment 
analysts.’ 

Following analysis of the information provided, 
and their allocation decisions, participants were 


6 Full copies of the information packets are available from 
the authors upon request. 
Please e-mail: mmilne@commerce.otago.ac.nz 

7 The experimental design in this study employs an inde- 
pendent samples design (the treatment groups and the control 
groups are compared using measures (e.g., mean) of the groups’ 
responses). The disadvantage with this design is that because it 
provides for no control (other than randomisation) on indivi- 
dual responses across control and treatment groups, a large 
variance of responses in each group will make it more difficult 
to obtain significant differences. The alternative—a repeated 
measures or related samples design—however, could contami- 
nate the experiment by sensitising the respondents when asking 
them to complete essentially the same task twice. Respondents 
may ‘spot’ the obvious difference between the information 
packets, and one never knows, then, whether the results are 
socially conditioned or genuine. A repeated measures design 
would also have had a large detrimental impact on the response 
rate. Consequently, the independent samples design was used. 
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also asked to briefly explain their decisions with 
specific reference to the information provided and 
their analyses. Background information on the re- 
spondents’ professional affiliations, age, education 
and experience was also requested. This back- 
ground information provided a check that the re- 
spondents qualified as sufficiently skilled to evalu- 
ate the investment opportunities. 

The financial statements of companies A and B? 
were excerpts taken from the annual reports of 
two real companies from the same industry. Every 
care was taken to conceal the identity of the two 
companies and the industry to which they be- 
longed. The financial statements comprised the 
balance sheet, profit and loss statement and the 
cash flow statement, each providing a three-year 
history of the firm’s financial results. In order to 
reduce the effort needed to analyse the financial 
statements, the balance sheet and the cash flow 
statement were aggregated and simplified. Addi- 
tional information such as key financial ratios? and 
actual share prices for two years were also pro- 
vided to aid the analysis. 

For the saints and sinners packets, a page of 
neutral statements for Company A was included 
to ensure that the subjects were not just respond- 
ing to more information being disclosed for Com- 
pany B. The neutral statements were excerpts from 
actual annual reports that were later modified to 
conceal any description of names or places, and 
also for sentence structure and flow. To indicate 
to the respondents that the page of narrative state- 
ments preceding the financial statements were to 
be viewed as part of the annual report, they were 
told specifically in the cover letter. Further, the 
heading on each page of statements was appro- 
priately titled, for example, ‘Chairman’s Review of 
Gamma Inc.’ 

For the environmental statements, the task in- 
volved selecting statements to indicate a strong 
and positive commitment to environmental issues 
on the part of the saint company, and a weak and 
negative commitment on the part of the sinner 
company. Few real statements existed that suited. 
our purposes, so the statements were largely con- 
trived. As a focus for the statements, the issue of 
cleaning up environmental pollution was chosen. 
Epstein (1992), for example, had found that inves- 
tors were willing to forego higher dividends in fa- 
vour of companies’ spending money to ‘clean up 
their plants and stop pollution’. Consequently, as 


8 The financial statements and other financial information 
are identical for the three pairs of companies. Sigma, Gamma 
and Beta are identical, as are Alpha, Lambda and Kappa. 

9 The choice of key financial ratios was based on Gibson’s 
(1987) study that ranked 60 ratios in terms of their relative 
importance to chartered financial analysts. Each of the eight 
ratios selected was among the top four in their classification 
(.е., measuring profitability, liquidity or debt) ranked in terms 
of relative importance. ` 
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an environmental issue to elicit a reaction on the 
part of investors, a focus on pollution control 
seemed appropriate. 

The basis for contriving the positive statements 
for Gamma Inc. included drawing on the exem- 
plars and recommendations made in the literature 
(for example, Gray et al., 1993; IISD/Deloitte and 
Touche/BCSD, 1992; Owen, 1992; ICEAW, 1992; 
UNCTC, 1991; KPMG, 19972). Disclosures of 
environmental policies, and commitments to sus- 
tainable development, for example, are seen as 
signalling that a company is taking the environ- 
mental agenda seriously (Gray et al., 1993). Like- 
wise, disclosures of environmental expenditures, 
especially when coupled with an environmental 
policy, are seen as positive evidence that the 
environmental policy is being implemented. Other 
recommendations include developing a specific 
group at the highest levels of management to over- 
see the environmental policy and its implementa- 
tion. Similarly, companies are encouraged to dis- 
close activities and performance levels towards set 
environmental targets self-imposed by the com- 
pany. It will be seen from the Appendix that the 
two paragraphs of statements derived for Gamma 
Inc.’s environmental performance include many of 
these recommendations. 

For the sinner company (Beta Inc.) the environ- 
mental statements were contrived to indicate a 
negative image. This was achieved by admitting 
breaches of emissions standards resulting in court 
action and substantial fines being imposed. Like- 
wise, the statements were also intended to convey 
the message that economic concerns override 
environmental ones, and that the replacement of 
older, dirtier technology was not likely in the near 
future. Continuing future breaches of emission 
standards were implied. The commentary also 
indicated a strong dissatisfaction with the emission 
levels that had been set. Given that annual reports 
rarely promote negative images of companies on 
any matter, some care was taken not to go over- 
board and become unrealistic. The commentary 
tended to be deliberately couched in terms of ex- 
cuses and 'we'll try to do better’. The environ- 
mental statements used for Beta Inc. are included 
in the Appendix. 

While decision experiments such as this do cap- 
ture behavioural changes rather than attitudes, 
they do so under controlled and hypothetical con- 
ditions. The extent to which such behaviour would 
be repeated in real decision situations is always 
open for debate, but the contrived nature of the 
experiment will limit how far the findings can be 
generalised. The concentration of the environ- 
mental statements in just one page, for example, is 
recognised as non-representative of the average 
annual report, and different results may arise if the 
statements had been dispersed across a few pages 
resulting in a less intense dosage of the treatment. 
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Similarly, the environmental disclosures may say 
as much about management's honesty as about the 
companies’ environmental performance. Disclo- 
sures of fines and clean-up expenditure sums are 
so atypical that we need to be wary that any ob- 
served reactions to the information are also not 
atypical. In addition, the relative magnitude of the 
sums involved (less than 1% of sales for the fines, 
and 7% of sales for the clean-up expenditure) also 
need to be considered in judging the extent to 
which any observed behaviours would occur in 
reality. 


4. Data analysis and results 


4.1. Response rate and background information on 
respondents 

The usable responses from each of the samples 
are shown in Table 1. The usable response rate was 
approximately 24%, and Table 1 indicates that the 
response rates for each of the control and treat- 
ment groups were largely the same." More than 
two thirds of the respondents have undertaken at 
least five to six accounting and finance related 
tertiary level courses, and possess six or more years 
of experience in evaluating financial statements. 
The great majority of respondents indicate that 
they possess the relevant expertise and experience 
to participate in this study. No significant differ- 
ences using Mann-Whitney U tests could be de- 
tected in the age, education or experience levels on 
the basis of the treatment groups and by profes- 
sional group. 


4.2. Responses to the investment decision 

The descriptive statistics for the responses to the 
investment decision task under each of the three 
treatments are shown in Tables 2 and 3. Table 2 
indicates the mean percentages of the $50,000 in- 
vested in each pair of companies under the differ- 
ent investment strategies depending upon which 
professional group the respondent belonged to and 
depending upon which treatment group they were 
assigned to. From Table 2, it is clear that company 
A. (Alpha/Lambda/Kappa) attracts almost twice 
the average amount of investment funds as com- 
pany B (Sigma/Gamma/Beta). However, this result 
by itself is not particularly important. What is 
more important is if the average amount invested 
in Company А or Company B significantly 


10 Personally addressing potential respondents from the So- 
ciety of Investment Analysts was not possible, and this may 
explain the lower response rates for the investment analysts. 
Relatively low response rates are not unexpected for the in- 
vestment decision task questionnaires, given their extra length 
and time-consuming nature—although weak, early/late non- 
response bias tests revealed no significant differences at the 5% 
level. Given the relative response rates, any non-response bias 
also seems likely to apply equally to the control and treatment 
groups. 
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Table 1: Investment decision task responses 
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Accountants 


Control Group 
Sent & Received 
Usable 

Rate 


Treatment (Saint) Group 
Sent & Received 

Usable 

Rate 


Treatment (Sinner) Group 
Sent & Received 

Usable 

Rate 















с Additional с ed Е Investment Strategy 
Toup Information шрапу озон Long Term Short Term 
4 Acc'tant 15 3195 48% 
igma 
^ Inv Али 14 33% 30% 
Control None 
Acc'tant 15 69% 52% 
Alpha 
Inv АЗ: 14 67% 70% 
Environmental Acc'tant 16 35% 33% 
(positive) Gamma 
Inv A’lst 11 21% 21% 
Saint 
Acc'tant 16 659^ 67% 
Neutral Lambda 
Inv A'ist 1 79% 79% 
Environmental Acc'tant 15 14% 35% 
(negative) Beta 
Inv A’lst 12 11% 18% 
Sinner 
Acc'tant 15 86% 65% 
Neutral Kappa 
Inv A’lst 89% 82% 





changes as a result of the ‘investors’ receiving dif- 
ferent information sets. 

Before proceeding to examine the differences be- 
tween the control and treatment groups, it is worth 
briefly reporting that statistical tests for differences 
in response due to ‘professional group’ were not 


Table 2: Mean percentages (of $50,000) invested in each company 




























significant at the 5% level or less.!! From Table 2 


li To test professional group differences, parametric inde- 
pendent samples { and non-parametric Mann-Whitney U tests 
were performed. None of the twelve tests (results not reported) 
were significant at the 5% level, and the non-parametric tests 
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it is clear the accountants are willing to put 17% 
more of their funds into Beta (the sinner) in the 
short term than were the investment analysts, but 
the differences are not significant. For differences 
in investors' responses due to the different invest- 
ment strategies, the only significant result to arise 
was for the accountants group under the sinner 
treatment.!? As shown in Table 2, the accountants 
on average switched 21% of their funds into Beta 
Inc. under a short-term strategy compared to their 
long-term strategy decision. This switch was 
significant at p<5% under both the paired-t and 
Wilcoxon tests. Nine of 15 accountants switched 
more money into Beta under the short-term 
strategy than under the long-term. In contrast, 
three of 11 investment analysts did so. In all other 
cases, though, significant professional group and 
investment strategy differences are not observed. 





confirm the t-test results. Kolmogorov-Smirnov goodness-of-fit 
tests (results are not reported by professions separately) for 
normality indicate that the distributions of all the response 
categories are approximately normal, expecting the responses 
from both the accountants and the investment analysts to the 
companies in the sinner group. However, on the basis of the 
benchmarks provided by Foster (1986), the skewness and kur- 
tosis scores indicate non-normality for these other distribu- 
tions. Parametric and non-parametric tests, therefore, are used 
to analyse the data and to confirm the results. 

2 To test differences relating to different investment 
strategies, parametric paired-t and non-parametric Wilcoxon 
matched-pairs signed-ranks tests were performed. Results from 
five of six tests are not significant. 
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Given few significant differences between the 
professional groups, Tables 3, 4 and 5 report the 
results of the experiment with the two professional 
groups combined. As shown in Table 3, the aver- 
age amount invested in company B (Sigma/ 
Gamma) actually decreases ($15,948 — $14,629) 
under the long-term investment strategy as a result 
of the positive environmental information. Simi- 
larly, under the short-term investment strategy, the 
average amount invested in company B (Sigma/ 
Gamma) also decreases ($19,741 - $14,047) as a 
result of the positive environmental information. 
While neither of these differences are statistically 
significant (see Table 4) the direction of the differ- 
ences are somewhat surprising, perhaps mostly so 
for the long-term strategy. The ‘somewhat’ reflects 
the possibility, as discussed in the literature review, 
that some investors may actually penalise com- 
panies for spending funds on what they see as non- 
essential and non-core activities. 

Table 3 indicates no surprises for the investor 
reactions to the negative environmental informa- 
tion. As expected, the average amount invested in 
company B under both investment strategies de- 
creases: $15,948 — $6,389 under the long-term, - 
and $19,741 — $13,800 under the short-term. The 
main effects (Hypotheses 1—4) were tested with in- 
dependent t statistics for the equality of the mean 
amount invested and Mann-Whitney U statistics. 
The results are shown in Table 4. Based on the 
evidence, the allocation of investment funds be- 


Table 3: Descriptive statistics for decision responses with professions combined 








Investment Group Company 
strategy 

Control Sigma 
N=29 Alpha 

Long Saint Gamma 
N=27 Lambda 
Sinner Beta 
N=27 Kappa 
Control Sigma 
N=29 Alpha 

Short term Saini S 
N=27 Lambda 
Sinner Beta 
N=25 Kappa 








Mean Std Dev K-S Stats 
(in $) (in $) (Z values) 
15948.28 14117.08 1.157 
34051.72 14117.08 1.157 
14629.63 13722.94 1.167 
35370.37 13722.94 1.167 
6388.89 9515.51 1.775** 
43611.11 9515.51 1.775** 
19741.38 16068.28 0.895 
30258.62 16068.28 0.895 
14074.04 13939.23 1.219 
35925.96 13939.23 1.219 
13800.00 12932.52 0.885 
36200.00 12932.52 0.885 





** Significant @ the 1% level 
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|o 4: Decision impact of environmental information 
(tests for equality of mean amounts) 
Investment Group N Company Mean t-test Mann-Whitney 
strategy (in $) (sig level) (sig level) 
P Control 29 Sigma 15948.28 
Long term Saint 27 Gamma 14629.62 0.724 0.707 
Sinner 27 Beta 6388.88 0.004 0.004 
Control 29 Sigma 19741.37 
Short term Saint 27 Gamma 14074.04 0.164 0.172 
Sinner 25 Beta 13800.00 0.139 0.177 





Ён 





tween both companies in the control and the treat- 
ment groups under each investment strategy were 
only statistically significantly different for the im- 
pact of negative environmental information under 
the long-term investment strategy, and only Hypo- 
thesis 3 can be rejected. 

To gain further insights into the reactions to the 
positive and negative environmental information, 
Table 5 presents a breakdown of the mean 
amounts invested in company B (Gamma/Beta) 
for each treatment group by each investment 
strategy. The breakdown is by the stated reactions 
of investors to the environmental information. Re- 
sponses to the request to ‘briefly explain your in- 
vestment decision’ with ‘specific reference to the 
information provided and your analysis’ were 
classified into three groups: those making positive 
statements about the firm’s environmental 


performance, those making negative statements, 
and those not referring to the firm’s environmental 
performance. The small group size, however, 
rules out statistical tests, and caution is required 
in interpreting the results. 


4.3. Long term behaviour 

About 50% (13) of the respondents in the sinner 
group admitted to being influenced by the negative 
environmental information, and, on average, in- 
vested $3,653.00 in Beta. Typical comments made 
by this sub group were: ‘Long term problems seen 
with effluent discharges. Tightening of discharge ob- 
ligations and the need to invest in plant along with 


13 All of the 54 respondents made written responses to the 
request to explain their allocation decisions. 





Table 5: Breakdown of mean amounts invested by reported reactions to environmental information 

















Investment Group N Company Mean Reported reactions to 
strategy (in $) environmental news 
27 Gamma 14629.62 
; 5 30000.00 Positive 
Aam 4 2500.00 Negative 
18 13055.00 None (only Financial) 
Long term 
27 Beta 6388.88 
В 13 3653.00 Negative 
ши 1 35000.00 Positive 
| 13 6923.00 None (only Financial) 
== EERO. 
27 Gamma 14074.04 
; 1 15000.00 Positive 
Saini 3 00.00 Negative 
23 15869.40 None (only Financial) 
Short term 
25 Beta 13800.00 
; 4 3750.00 Negative 
Pn 2 35000.00 ^ Positive 
L 19 13684.00 None (only Financial) 
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manufacturing process problems with effluent cause 
me concern with Beta.’ The other 13 respondents 
in the sinner group also clearly seemed to have 
been influenced by the negative environmental 
information. Despite not mentioning the firm's 
environmental performance, on average they in- 
vested half as much in Beta ($6,923) as a control 
group ($15,948). 

In contrast, the reactions of the saint group un- 
der a long-term strategy are more mixed. First, 
only nine (33%) respondents admitted to being in- 
fluenced by the positive environmental informa- 
tion, with almost as many respondents having neg- 
ative reactions (15%) as having positive reactions 
(1896). Second, 18 (66%) respondents do not report 
a reaction to the positive environmental informa- 
tion, and the average sum they invest ($13,055 
compared to a control group of $15,948) indicates 
by and large a non-reaction. Those reacting posi- 
tively referred to long-run benefits of clean pro- 
duction. Аз one typical respondent suggested, 
*Pressure groups will force manufacturers to be 
"clean". Gamma has already achieved this and 
whilst the culture is inhibiting growth now, it will 
pay dividends later.’ Those reacting negatively, 
however, either seemed to confuse and read the 
statements as negative, or were reacting against the 
costs involved in providing clean production. One 
respondent suggested ‘massive unnecessary expen- 
diture by Gamma’, while another, despite Gamma's 
extensive commitment to clean-up, suggested they 
had 'concerns over future environmental claims 
against Gamma'. 


4.4. Short term behaviour 

Under the short-term strategy, judging by the 
mean amounts invested ($15,869 and $13,684 com- 
pared to a control group of $19,741), most re- 
spondents seem unaffected by either the positive 
or the negative environmental information. The 
few negative reactors continued to emphasise the 
‘possible negative publicity and expenditures re- 
quired' and that 'Beta's share price seems to have 
more downside than upside.’ 

Table 5 also reveals quite a switch in funds in- 
vested by the sinner group under a short-term 
strategy compared to its investments in the long- 
term. The group overall, and on average, puts 
twice as much into Beta in the short term ($13,800) 
as it does in the long run ($6,388). Seven (25%) 
individuals mentioned the poor environmental 
performance of Beta as reasons for not investing 
in Beta in the long run, but do not do so under 
the short run. On average, these seven put three 
times as much into Beta under the short run 
($13,684) as they do under the long run ($3,653). 
Even those who consistently do not mention the 
firms’ poor environmental record under either 
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strategy have on average nearly doubled the 
amount in Beta under the short term. 

А close inspection of the response sheets reveals 
that the respondents making the biggest switches 
of funds to Beta in the short run were accountants. 
Why accountants should be willing to turn a blind 
eye to Beta's environmental performance in the 
short term, but not in the long term, 18 partly re- 
vealed through their comments. Many of these re- 
spondents seemed to be willing to discount the 
risks of Beta's environmental record in favour of 
its potential for returns. As one respondent put it: 
*Beta maybe a reasonable investment in the short 
term with their desire to increase payments to share- 
holders. The longer solution required for environ- 
mental reasons could eventually ruin the company, 


5. Discussion and conclusions 


The predominant avoidance behaviour to the poor 
environmental performer observed under both 
strategies for the investment analysts, and under 
the long-term strategy for the accountants was as 
expected. Such results are entirely consistent with 
the prior literature on the absence of negative vol- 
untary disclosures (Verrecchia, 1983; Lewis et al., 
1992; Craswell and Taylor, 1992). Clearly, the in- 
vestment impacts observed are likely to reduce 
firm value in the long run at least. The lack of 
negative environmental disclosure is well docu- 
mented (see, for example, Guthrie and Parker, 
1990; Hackston and Milne, 1996; Deegan and 
Gordon, 1996; Deegan and Rankin, 1996) and the 
results from this study offer support for one 
possible reason why: they are likely to turn inves- 
tors off. 

Consistent with the BIE (1994) report, most in- 
vestors evaluated the negative environmental 
information in terms of its risk and financial con- 
sequences rather than its moral or ethical conse- 
quences. Moreover, the accountants group made 
it quite clear through their short term behaviour 
that where ethical reasoning might conflict with fi- 
nancial reasoning, there was little contest: earning 
a dollar was more important than the prospect of 
future breaches in emission standards and water 
borne pollution from chlorine. Consistent with 
Friedman's (1962, 1970) argument, Belkaoui 
(1980) observed that accountants under a short- 
term strategy tended to avoid the firm making ex- 
penditures on pollution abatement. Actively seek- 
ing to invest in a firm that is avoiding its social 
responsibilities, however, seems to stretch even 
Friedman's argument, but presumably breaching 
emission limits and paying the fines for doing so 
could be considered to be operating within the 
‘rules of the game’. 

А further point to note is that analysts and ac- 
countants do significantly react to narrative 
environmental information. Of course some may 
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be genuinely unaware of the decision impact. А 
substantial proportion in this study, for example, 
while clearly reacting to the information, failed to 
mention it explicitly. The reactions may be limited 
to negative disclosures, but at the very least those 
undertaking future surveys need to be clear and 
specific about the information they have in mind 
when seeking responses. 

The reactions to the positive environmental 
information were much weaker, more mixed, and 
neither of the hypotheses of no effect could be re- 
jected. While several investors reacted as expected, 
and sought to reward the company for its actions, 
several, consistent with Friedman (1962, 1970), re- 
acted negatively either because of the cost outlays 
involved or because of concerns about the firm's 
environmental impacts. Consistent with much of 
the survey evidence (e.g. Deegan and Rankin, 
1997; BIE, 1994: Teoh and Shui, 1990), most re- 
spondents to the positive information seemed not 
to be, and made no claims to be affected by the 
environmenta] information. From this study, then, 
at least some investors could always be found to 
behave in each of the ways suggested in the litera- 
ture review, and, consequently, the issue is which 
investor behaviour dominates, and why. 

In the case of the negative environmental 
information, as expected, and as revealed in the 
comments, the dominant behaviour was one of 
avoidance on the grounds of increased exposure to 
environmental liabilities and future expenditures. 
In the case of the positive environmental disclo- 
sures, however, the dominant behaviour is not to 
react to the disclosures of leading environmental 
management initiatives. Two main explanations 
seem possible for the absence of a positive reac- 
tion: either most of the respondents simply didn't 
read the narrative disclosures, or they did and dis- 
counted the information as unimportant.” 

While financially trained investors could be so 
fixated on numerical analysis that they only focus 
on information contained in the financial state- 
ments, we doubt this occurred in the experiment. 
The instructions clearly drew attention to both the 
financial and the narrative information, and more 
importantly, the negative narrative information 
was far from ignored. Speculating a little, several 
reasons could account for why the information 
and the initiatives may have been discounted. For 
example, the signalled environmental commitment 


14 To uncover the reasons for this non-reaction, raising the 
issue directly with the respondents, unfortunately, was ruled 
out. To do so during the experiment in anticipation that they 
might ignore the information would have contaminated their 
responses. To do so after would. have meant sacrificing their 
anonymity and possibly response rates. Raising the issue 
directly may not have elicited honest responses anyway, since 
part of the question clearly raises the ethical matter of why 
have they not rewarded a leading environmental management 
initiative. 
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could be seen as insufficient and 'immaterial'. We 
doubt this, however, since the clean-up expendi- 
ture referred to in the environmental statements 
amounted to 7% of sales over two years, and was 
double the sum paid in dividends over the same 
two years. Interestingly, Epstein's (1992) findings 
that shareholders want more funds put into stop- 
ping environmental pollution even when that 
means receiving smaller dividends were neither 
supported nor discounted by the results from this 
experiment. Most of the ‘investors’ seemed 
unaffected by the expenditure. 

Alternatively, the competitive advantages and 
future cost savings that might be gained from the 
initiative were perhaps seen as insufficient or that 
any benefits to be gained from cleaning up now 
and avoiding future liabilities were perceived 
insufficient. With some reflection on the New Zea- 
land context within which the investors in this 
study operate, both explanations seem plausible. 

New Zealand, unlike the US, the UK and much 
of Northern Europe, has little history of mass in- 
dustrialisation in which factories have laid waste 
the environment through air and water pollution. 
Its late settlement by Europeans, its geographic 
isolation, and its relatively sparse population 
probably explain more than the attitudes of its 
people, but the point remains that it may be dif- 
ficult for any organisation to stand out as clean 
when the scale and concentration of industrial pol- 
lution has been minimal. Developing a competitive 
advantage on the basis of cleaner production may 
be difficult when the public (mis)perception and 
cliché image of the entire country is one of ‘clean 
and green’ (Yarwood, 1996). 

New Zealand also has yet to develop any kind 
of social or ethical investment industry. Without a 
mechanism to promote and encourage the 
development and positive impact of socially 
responsible investment (Owen, 1992), it might be 
difficult for organisations to find investor appeal 
on the basis of their social and environmental 
performance. 

The risk of future much tougher legislation im- 
posing significant costs on businesses in New Zea- 
land for unclean behaviour also seems quite re- 
mote. In comparison to US legislation, New 
Zealand's recent (1991) Resource Management 
Act (RMA), for example, imposes relatively trivial 
fines for breaching discharge permits (Milne, 1992; 
Greenpeace, 1996a; Miller, 1997). Moreover, un- 
like the US, Australia and other countries, New 
Zealand has no dedicated national agency (e.g., 
Environmental Protection Agency) responsible for 
enforcing its environmental legislation. Enforcing 
the provisions of the RMA, for example, is left to 
local and regional authorities (councils), and some 
doubts remain about their ability to do so effec- 
tively (Greenpeace, 1996a). 
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In our experiment Gamma spent $10m cleaning 
up, yet over a two-year period Miller (1997) finds 
only three successful corporate prosecutions under 
the RMA with maximum fines of $60,000. If in- 
vestors are aware that fines rarely occur, and that 
when they do they are relatively trivial, the pros- 
pect of having a company spend 20—30 times those 
amounts to avoid them and clean-up may not be 
perceived as beneficial. Greenpeace NZ’s (1996b, 
1996c) attempt to persuade investors to avoid 
Fletcher Challenge due to its polluting pulp and 
paper plant technology, interestingly, was argued 
long in terms of the competitive and strategic dis- 
advantages of not upgrading to cleaner tech- 
nology, rather than the prospect of tougher legis- 
lation imposing further costs. 

A lack of investor concern with the environment 
is also consistent with New Zealand's rather poor 
showing in international comparisons of corporate 
external environmental reporting. KPMG ranked 
New Zealand companies the lowest for both their 
annual report and their environmental report dis- 
closures (KPMG, 19972). Despite the absence of 
any legal requirement in New Zealand to make 
environmental disclosures, KPMG (NZ) has run a 
‘Best Annual Environmental Report Award’ since 
1993 to encourage the development of voluntary 
external environmental reporting by New Zealand 
companies. The relative lack of success of this in- 
itiative, however, also seems to point to a lack of 
investor pressure for change. Summing up the 
third annual awards, the judging panel concluded: 


‘In the previous two years of this Award the 
judging panel had expressed its .disappoint- 
ment at the inadequacy of environmental re- 
porting by companies bere [in New Zealand], 
particularly when contrasted with the rapid 
rate of improvement in many other coun- 
tries. This sentiment is echoed again this 
year, but with some grounds for optimism. 
The best [4 companies in total], at least, are 
getting better. The rest, however,...are still 
failing to acknowledge their impacts and re- 
port on how they are being addressed’ 
(KPMG, 19975). 


New Zealand's relatively clean environment, its 
lack of a social and ethical investment industry, its 
relative light-handed approach to pollution pen- 
alties, and its lack of environmental reporting 
practices, then, could all explain at least in part 
the lack of investor interest with disclosures of 
leading environmental management. Conversely, 
in the US, the UK and other European countries 
we might expect more dominant and stronger posi- 
tive reactions from investors to disclosures of lead- 
ing environmental management. The extent to 
which any such behaviour might dominate in these 
other countries, however, would be a matter for 
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future research studies. Similarly, extending the re- 
sults beyond our sample of investors to other New 
Zealand investor groups (e.g. non-institutional 
shareholders) will also require further research. 

Verricchia (1983), Lewis et al., (1992) and Cras- 
well and Taylor (1992) all argue that firms tend 
only to make voluntary disclosures when they per- 
ceive it will benefit the value of the firm by doing 
so. The current lack of reporting by New Zealand 
companies, and anecdotal evidence from KPMG’s 
environmental unit, suggest that many New Zea- 
land firms doubt the existence of these benefits or 
fear the risks are too great. The experimental re- 
sults found in this study seem consistent with these 
interpretations. Based on the results from this 
study, Bowman and Haire's (1975) observation 
that ‘it pays to be good, but not too good’, and 
Mintzberg's (1983:7) advice ‘Don’t stand out from 
the crowd, do no more than expected’ appear 
particularly apposite. 

Of course, one must not lose sight of the fact 
that the results from this experimental study are 
indicative at best. Whether accountants and in- 
vestment analysts would react in the same way if 
firms were really making these disclosures, and 
they were making real investments remains un- 
known. Similarly, as we noted earlier, we do not 
fully understand precisely what in the information 
stimulated the observed reactions. Is it, for exam- 
ple, mention of the fines, the likely continuing 
court action, the stated attitude of management to 
pollution, or some combination of these? While fu- 
ture experiments might try to debrief decision- 
makers more fully in an attempt to address these 
questions, experimenters will always be left guess- 
ing to what extent their observed results will be 
repeated in real settings. 

For those seeking to improve the rather impov- 
erished state of New Zealand's corporate environ- 
mental reporting, the results from this study sug- 
gest that relying on the voluntary initiatives of 
corporate responses to investor pressures may be 
a long run strategy at best. As many other coun- 
tries have found, corporate environmental report- 
ing may require some kind of legislative basis to 
kick start it (see, for example, KPMG, 19972). Not 
only would mandatory reporting ensure that com- 





15 In a personal communication with a senior consultant at 
KPMG's environmental unit, for example, it was suggested 
that 'Many of our clients who are engaged in sectors with 
significant environmental impacts are interested in environ- 
mental reporting, but lack the confidence to do so. Either they 
are unsure of the benefits, or they fear their environmental 
management systems are not sufficiently developed to provide 
complete and accurate information on the company's effects 
and performance. They consider it risky to publish a report and 
then have it exposed as being incomplete.’ Greenpeace NZ’s 
(19962) scathing attack on the validity of Tasman Pulp and 
Paper's 1996 environmental report certainly provides evidence 
of the level of public scrutiny to which such reports can be 
subjected. 
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panies disclose their negative environmental im- 
pacts, but it may also create, by placing all firms 
on an equal footing, positive incentives for firms 
to distinguish themselves by their superior 
environmental performance. This may then stimu- 
late investor interest in such activities, and perhaps 
create the basis for developing a social and ethical 
investment industry. 


Appendix 


The following extracts illustrate the manipulated 
information to create the treatments of environ- 
mental saint and environmental sinner. In all other 
respects, the information provided to the two 
treatment groups was identical. 


Extracts from Gamma Inc. 
(Environmental Saint) 


Gamma is actively striving to meet its publicly 
stated environmental policy goals of: sustainable 
development through the responsible use of natural 
resources; operating within all of the environmental 
requirements applicable to its operations; monitor- 
ing environmental performance; and regularly re- 
viewing and, when appropriate, applying successful 
new technology to improve performance where real 
environmental benefits will be achieved. During 
19X1 and 19X2 close to nearly 10 million dollars 
has been spent on environmental improvement pro- 
jects. During the past two years, for example, the 
Company has implemented 20 specific recommen- 
dations from its Environmental Advisory Board. In 
particular, we have given the problems of the smell 
and the discolouration of rivers associated with our 
major operations our fullest attention. Water dis- 
colouration resulting from chlorine-based chemicals 
removed during our operations has been reduced by 
20% since 19X0. Since the completion of the com- 
pany's effluent treatment systems in 19 X1, the bio- 
chemical oxygen demand ( BOD) levels of the com- 
pany's effluent have consistently been less than half 
-of the allowable limits. Such success is largely 
attributable to the Company's policy of setting emis- 
sion targets that are much lower than the allowable 
licence limits. 

Continuing refinements to operating procedures 
have also reduced odorous sulphur gas emissions 
from all operations. Since 19X0, odour emissions 
have been reduced by more than 90%, and following 
the installation of a new state-of-the-art vent scrub- 
bing system at our Kakapo Plant, it is expected gas 
emissions will be virtually eliminated by the end of 
next year. We are already operating some of the 
cleanest plants in the world in relation to the pro- 
duction of these compounds, and soon will be within 
the tightest discharge limits being imposed anywhere 
overseas for our industry. Reducing its demand for 
fossil fuels is also an important objective for 
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Gamma, and since 19X0 Gamma has сш its соп- 
sumption of fossil fuels by 50%. The reorganisation 
of certain elements of the Company's transportation 
and distribution network and improvements in the 
production process at several plants will result in 
significant cost savings in the long run. The Environ- 
mental Advisory Board will continue to formulate 
plans and recommendations to identify procedures 
to be followed to prevent or minimise environmental 
problems at all our plants. 


Extracts from Beta Inc. (Environmental 
Sinner) 


In the case of the chairman's review of Beta Inc, 
the following paragraph was substituted in place 
of the two shown for Gamma Inc. 

In respect of its environmental performance, during 
the past year the Company has paid some attention 
to the problems of the smell and discolouration of 
rivers associated with its major operations, and it 
will continue to seek affordable solutions to those 
problems. Water discolouration resulting from chlo- 
rine-based chemicals used during our operations, 
however, has been a particular problem to which 
there is no easy solution. With large and technically 
complex plants things do not always work out as 


- intended, and during the past year, despite attempts 


to remedy the situation, the Company did breach its 
allowable discharge permits on several occasions. 
Unfortunately, such breaches resulted in the Com- 
pany facing several prosecutions by the licensing au- 
thority in the Environment Court. One such court 
action has resulted in a $50,000 fine. However, for 
several others the Company intends to rigorously de- 
fend its actions. Of course it is unacceptable to ig- 
nore the fact that the Company's plants sometimes 
operate outside their emission limits, and so we are 
continuing to work on these problems. With older 
and less technologically-advanced plants, however, 
unless excessive costs are incurred, it is proving 
extremely difficult to find operating conditions 
which will minimise emissions much further. As the 
Company indicated at the time of their introduction, 
the new emission limits and their phasing-in ar- 
rangements for the older technology are simply too 
restrictive. While the Company fully supports the 
efforts to clean up the industry's environmental 
performance, the pace of such achievements also 
need to be carefully balanced against economic 
development. 
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Financial analysis, future earnings and cash 
flows, and the prediction of stock returns: 


evidence for the UK 


Andreas Charitou and George Panagiotides* 


Abstract—This study examines empirically whether fundamental analysis in the UK identifies equity values not 
currently reflected in stock prices and thus predicts excess returns. Similar to Ou and Penman (1989), the funda- 
mental analysis undertaken combines a large set of financial statement information into one summary measure 
which indicates the direction of one-year-ahead earnings changes. Positions are taken in UK stocks on the basis of 
this measure during the period 1991—95, which involve cancelling long and short positions with zero net investment. 
This analysis is repeated i) for cash flows and ii) for earnings and cash flows together. The results of this study 
indicate that financial information predicts one year ahead earnings and cash flow changes, and that future earnings 
and cash flows are not fully impounded in stock prices. Results also indicate that an earnings-based trading strategy 
earns higher excess returns than a cash flow-based trading strategy. 


1. Introduction 


Economic theory attributes to earnings the role of 
a signal, optimally directing resource allocation in 
the capital markets. Equity valuation models, both 
theoretical and applied, employ expected earnings 
as an explanatory variable. Financial analysts ex- 
press future expectations of securities in the form 
of earnings forecasts. Managerial decisions and 
their compensation are usually expressed in terms 
of earnings objectives (Dechow, 1994; Lev, 1989). 
Empirical research also provides substantial evi- 
dence of the usefulness of earnings in returns 
studies, in managerial compensation, and in pre- 
dicting bankruptcy, beta, and bond ratings.! In re- 
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lLev (1989), Cho and Jung (1991) and Lev and Ohlson 
(1982), among others, provide an in-depth review of the use- 


cent years, there has been increased attention to 
cash flow reporting worldwide, partly because 
earnings measures have certain limitations. Regu- 
latory bodies in the UK, USA, Canada and Aus- 
tralia advocate i) that information about cash 
flows in addition to earnings is useful in assessing 
share value, and ii) that earnings and cash flows 
are complementary measures of firm performance 
(ASB, FRS 1, 1991; FASB 95, 1987). Researchers 
provided also some empirical evidence that cash 
flows are valued in the marketplace beyond earn- 
ings (Livnat and Zarowin, 1990; Ali and Pope, 
1995). Even though there has been increased at- 
tention to cash flow reporting, UK research on the 
usefulness of cash flows in the capital markets has 
been limited. 

In predicting stock returns, Ou and Penman 
(1989) and Ou (1990) combined a large set of fi- 
nancial statement information into one summary 
measure which indicates the direction of one year 
ahead earnings changes. Their results showed that 
the earnings prediction model can be used to earn 
excess returns above those of a random strategy. 
Other US studies by Lev and Thiagarajan (1990), 
Holthausen and Larcker (1992), Charitou and 
Charalambous (1996), and Abarbanell and Bushee 
(1997) provide empirical evidence of the ability of 
financial statement information to predict earnings 
and excess returns. The findings of these studies 
provide new evidence and groundwork for future 
research. 


fulness of earnings in capital markets research. See also Bau- 
man (1996) for a review of fundamental analysis research. 
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To probe more into the existing research, we ех- 
tend prior studies to determine whether future cash 
flows, in addition to earnings, are impounded in 
Stock prices in the UK. We have been motivated 
to examine this issue using UK data 1) because of 
the increased attention to cash flow reporting in 
the UK during the past few years,? ii) because of 
the inherent limitations of earnings measures (i.e., 
affected by arbitrary allocations, manipulated by 
managers), and iii) due to the fact that the UK 
capital markets are considered among the largest 
worldwide and no other study thus far has exam- 
ined this issue using UK data? 

The major research question addressed in the 
present study is whether the UK market fully im- 
pounds in stock prices the future earnings and 
cash flow implications of current accounting dis- 
closures. Our study differs from prior studies in 
that i) it uses the information derived from a cash 
flow prediction model to predict excess returns, ii) 
it combines the information derived from the earn- 
ings and cash flow prediction models to predict 
security returns, and iii) it uses a UK dataset of 
all industrial firms for the period 1984—1995. Our 
results indicate that financial information predicts 
one year ahead earnings and cash flow changes, 
and that future earnings and cash flows are not 
fully impounded in stock prices. Results also in- 
dicate that an earnings-based trading strategy 
earns higher excess returns than a cash flow-based 
trading strategy. These results corroborate prior 
US evidence by Ou (1990), Ou and Penman (1989) 
and Holthausen and Larcker (1992) which sug- 
gests that financial statements capture fundamen- 
tals that are not reflected in stock prices. 

The paper proceeds as follows: Section two mo- 
tivates the study; Section three describes the 
methodology; the empirical results are discussed in 
Section four; conclusions are presented in Section 
five. 


2. Motivation for the study 


The efficient market hypothesis (semi-strong form) 
states that all publicly available information is im- 
pounded in stock prices and therefore investors 
cannot gain excess returns (Fama, 1976). In con- 
trast, whenever tbe intrinsic (fundamental) value 
or the investor's own estimate of a stock's true 
worth is below (above) the market price, the stock 


? The Accounting Standards Board (ASB) in the UK (FRS 
1, 1991) also asserts that cash flow information gives an indica- 
tion of the quality of earnings, and thus both earnings and cash 
flows are complementary measures of firm performance. 

3 Since the early cash flow studies of Lee (1981) and Lawson 
(1981), several researchers examined the usefulness of cash 
flows using UK data, among those, Clubb (1995), Arnold et 
al, (1991), Ali and Pope (1995), and Board and Day (1989). 
Moreover, recently the ASB issued a revised ‘Cash flow state- 
ment’ (1996). 
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is considered undervalued (overvalued).4 Even 
though fundamental analysis states that stock 
prices are derived from financial statement 
information, there is no theory linking financial 
information to firm value. 

Recently, researchers employed trading 
strategies to determine whether financial informa- 
tion is impounded in stock prices. Ou and Penman 
(1989), Ou (1990), Lev and Thiagarajan (1990) and 
Abarbanell and Bushee (1997) designed a trading 
strategy that was based on the prediction of stock 
returns through the prediction of earnings from 
financial statement information partly because i) 
there exists strong evidence that earnings are val- 
ued positively by investors, and ii) there is a belief 
that expected dividends are paid out of earnings. 
The results of these studies indicate that financial 
statement information can be used to gain excess 
returns. 

Specifically, Ou and Penman (1989) and Ou 
(1990) combined a large set of financial statement 
information into one summary measure which in- 
dicates the direction of one year ahead earnings 
changes. The 24-month holding period cumulative 
return of their strategy was about 12.5% over the 
period 1973—83.5 Lev and Thiagarajan (1990) em- 
ployed an investment strategy similar to Ou and 
Penman which was based on a binary variable 
derived from 13 accounting variables. They report 
an average annual abnormal return of about 6% 
to their investment strategy for the period 
1974—88. Abarbanell and Bushee (1997) examined 
the underlying relations between accounting-based 
fundamental signals and stock prices. Based on as- 
sociations between the individual signals and fut- 
ure earnings changes, they show that there is an 
economic justification for analysts and investors to 
rely on many fundamental signals when assessing 
future firm performance. Moreover, Holthausen 
and Larcker (1992) predicted excess returns 
directly from financial statement information for 
the period 1978—88. Their model also earned ex- 
cess returns between 7.58% and 10% for the 24- 


* The intrinsic (fundamental) value of a stock is defined as 
the present value of all future expected dividends/cash flows to 
the investor discounted at the appropriate risk-adjusted interest 
rate. 

5 More specifically, Ou and Penman (1989) examined two 
estimation periods, 1965-72 and 1973-77. Twenty-eight varia- 
bles were identified as earnings predictors in both periods. Six- 
teen (18) variables were significant in the first (second) esti- 
mation period. Only six variables appeared significant in both 
estimation periods. Thereafter, they extracted a summary 
measure from the financial statements that indicates the direc- 
tion of one-year ahead earnings changes. Based on this 
measure, they took long and short positions with zero net in- 
vestment during the period 1978-84. They assigned stocks to 
long positions for probabilities Pr>0.6 and to short positions 
for stocks with Pr« 0.4. 
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month holding period.$ In summary, prior studies 
provide evidence that financial statements capture 
fundamentals that are not reflected in stock prices. 
The present study extends prior research by fo- 
cusing on: i) the ability of financial statement 
information to predict unexpected changes in earn- 
ings and unexpected changes in cash flows, and ii) 
whether earnings and cash flow predictions are im- 
pounded in stock prices. We focus on cash flows 
because earnings can be manipulated by managers 
while the accruals component of earnings can be 
affected by arbitrary allocations. To the extent 
that accruals can be manipulated, the cash flow 
component of earnings is expected to be a more 
reliable indicator of firm performance than the ac- 
cruals component.’ Moreover, under the ‘quality 
of earnings’ explanation, market prices are ex- 
pected to react more to a given amount of cash 
flows than to the same amount of accruals because 
accruals represent only very indirect links to future 
cash flows (Bernard and Stober, 1989)? The ASB 
(1991) also asserts that cash flows give an indica- 
tion of the quality of earnings and thus, both earn- 
ings and cash flows should be considered comple- 
mentary measures of firm performance. 
Furthermore, the assertion made in prior studies 
that future dividends are ‘paid out of earnings’ 
may not be entirely valid since earnings is con- 
sidered a profitability, not a liquidity, measure. 
Charitou and Vafeas (1998) show that a positive 
relationship between cash flows and dividend 
changes exists due to liquidity and accruals 
management considerations. They also state that 
even if cash flows and accruals are equally valua- 
ble in measuring firm performance, cash flows 
should be more useful than accruals in predicting 
dividend changes and firm performance, since cash 
flows are a more direct liquidity measure.!? On the 


6 Holthausen and Larcker examined three different measures 
of excess returns and 60 potential predictor variables. Six pre- 
dictor variables entered their models at least four times. In or- 
der to examine the predictive ability of their models they used 
10 portfolios. They took long positions in portfolios 1 to 3 and 
short positions in portfolios 8 to 10, while portfolios 4 to 7 
were excluded. The correct predictions were similar for the 
three measures of returns and fluctuated between 52.196 and 
54.3%. 

7 Watts and Zimmerman (1978) report three reasons for ma- 
nipulation of earnings by managers: (i) to increase their bonus 
awards (Healy, 1985) (ii) to avoid restrictive debt covenant vi- 
olations and (iii) to reduce political cost. Because of the first 
and second reasons above, managers have an incentive to select 
income increasing methods while in the third case they have an 
incentive to reduce their income. 

8 Some financial analysts have also questioned the reliability 
and relevance of earnings primarily because of their accrual 
components (Wilson, 1987). 

? There exists also evidence that cash flows are valued be- 
yond earnings in the marketplace (Bowen et al., 1987; Ali and 
Pope, 1995). 

0 Wilson (1987) also presents а ‘liquidity’ argument under 
which the market responds more favourably to cash flows than 
to accruals because high liquidity is a signal of a smaller likeli- 
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other hand, cash flows have timing and matching 
problems, so they are considered a noisier measure 
of firm performance than earnings. Earnings mit- 
igate timing problems in revenue recognition and 
in matching revenues with appropriate expenses in 
time. In the end, the role of cash flows in predict- 
ing stock returns is an open empirical question, 
and it is the primary focus of this study. 

Because of the aforementioned limitations of 
earnings, this study examines whether a trading 
strategy based on both future earnings and cash 
flows can better predict stock returns. This issue 
will be examined by taking a long (short) position 
in a portfolio that contains firms that have a posi- 
tive (negative) prediction for next year's earnings 
and also a positive (negative) prediction for next 
year's cash flow (see Figure 1). Moreover, in con- 
trast to the prior US studies, our study uses UK 
data. Even though financial reporting practices in 
the UK and US have several similarities, the dif- 
ferences in financial reporting between the two 
countries reveal that the financial reporting system 
in the US is more conservative and less flexible 
than the UK system.!! This leads to the reporting 
of higher earnings when UK GAAP is used.? 

The role of such differences in the prediction of 
earnings and cash flow changes is not clear a 
priori. For example, as the rate of flexibility in- 
creases it may be easier for managers to manipu- 
late earnings, and therefore, the predictive ability 
of accounting variables may be more limited. Of 
course, the predictor variables identified in the 
study are not expected to be the same as those 
identified in prior US studies because 1) there exist 
differences in the financial reporting systems be- 
tween the two countries, ii) there exist sample 
period differences, Ш) there exist changing macro 
and micro-economic conditions, and iv) there exist 
differences in sample characteristics. 


hood of financial distress. Moreover, Bernard and Stober 
(1989), Bowen, Burgstahler and Daley (1986), Gombola and 
Ketz (1983), among others, support that cash flows are a more 
direct liquidity measure than earnings or earnings plus 
depreciation. 

! Specific differences in financial reporting between the two 
countries relate mainly to (a) inventory valuation (b) research 
and development (c) goodwill (d) depreciation (e) foreign cur- 
rency translation (f) taxation and (g) extraordinary items. (No- 
bes and Parker, 1995; Haskins, 1996). 

12 A survey by Weetman and Gray (1990) concludes that 
using UK GAAP increased earnings compared to the US 
GAAP of 16.6%, 9.1% and of 25.2% for years 1985, 1986 and 
1987 respectively. Also, a study by Ernst & Young (1992) that 
used 39 UK companies registered with the SEC showed that 
92% of the companies had negative effects on earnings when 
their results were adjusted to the US GAAP. 

13 ft should be kept in mind that the major objective of this 
study is to determine whether financial statement information 
captures fundamentals that are not reflected in stock prices. 
Since there is no theory linking financial information to future 
earnings or cash flows, it is beyond the scope of this study to 
develop such a theory or to justify why certain predictor vari- 
ables differ between the two countries. 
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Figure 1 
Investment strategies 
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Variables Prediction Investment 
(1987-90) [ Strategy 
X; 









This figure depicts the three investment strategies undertaken in the present study. Financial statement information (Xs) for the 
summary measure Pr which is an indicator of the direction of future earnings 
cash flow (cfo) changes for the period 1991-93. if Рт> 0.5: probability of an eps ог сто increase; if Pr «0.5: probability of an 


period 1987-90 is used to extract a 


eps or cfo decrease. 


Investment Strategies (Estimation of Cumulative Abnormal Returns, CAR): 


E. Based on EPS 


Long Position if Pr(eps) > 0.5; short position if Pr(eps) «0.52 


C. Based on CFO 
Long position if Pr(cfo) > 0.5; short position if Pr «0.5 
EC. Based on both EPS and CFO 


3. Methodology 


The following sections describe 1) the investment 
strategy, and ii) the dataset. 


3.1. The investment strategy 

The following procedures are followed in order 
to develop the investment strategy: a) measure- 
ment of the variables to be predicted; b) selection 
of predictor variables; c) calculation of the esti- 
mated summary value probability (Pr) measure; d) 
portfolio formation; and e) measurement of port- 
folio performance. A discussion of these proce- 
dures follows (see Figure 1). 


Рг(ерѕ) оз => Estimate САВ; Е 


Рг(сѓо), оз => Estimate САК; С 


Long Position if Pr(eps) > 0.5 and Pr(cfo) > 0.5; Short Position if Pr(eps) «0.5 and Pr(cfo) «0.5 
*The Pr scheme 0.6,0.4 is also used for the trading strategies E and С 
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Estimate САК << ЁС 


(eps) and 


3.1.1. Measurement of the variables to be 
predicted 

Similar to Ou (1990) and Ou and Penman (1989) 
a logit model is employed for the period 1987—90 
to predict the sign of the earnings (EPS) and cash 
flow (CFO) per share changes for each firm i in 
year t for the period 1991—93. 


AEPS, = (EPS; — EPS;) — drift», 
ACFO; = (СЕО, — CFO,,) — driftero;, 
where: 
drift, - (EPS,-EPS, ;y2; drifter, = (CFO; 
CFO,,_,)/2 (Ou, 1990, Ou and Penman, 1989).4 


14 Since the earnings and cash flow increases tend to be more 
than the decreases in these variables, the EPS and CFO vari- 
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EPS is defined as earnings per share before extra- 
ordinary items and discontinued operations. CFO 
is defined as operating cash flows per share^. The 
dichotomous realisation, У, of the unobserved 
variable AEPS is defined as follows: 


Yai =1 if AEPS,,,>0 
Y,,,70 if AEPS,, <0 


The dichotomous realisation, У, of the unob- 
served variable ACFO is defined as follows: 


Yue =1 if ACFO,,,>0 
Yue =0 if ACFO,, <0 


3.1.2. Selection of predictor variables 

The possible predictor variables are selected 
from a) the list of variables examined by Ou 
(1990); Ou and Penman (1989); Holthausen and 
Larcker (1992) and b) from additional earnings, 
non-earnings and cash flow variables reported in 
the literature'®. The univariate logistic regression 
approach is used to identify the statistically signifi- 
cant predictor variables for the estimation period 
1987-90 (Table 1).7 These variables will enter a 
multivariate stepwise logistic regression. 


3.1.3. Calculation of the estimated summary value 
probability (Pr) measure 

The output of the multivariate logit model is an 
estimated probability of an EPS and CFO change 
in year t+1. Pr values are calculated for each stock 
for the three-year period 1991-93 (ie., after the 
estimation period 1987-90). The estimated prob- 
ability (Pr) of an EPS and CFO change ranges 
from 0 to 1. The Pr measure is an assessment of 
the relative ability of the firm to generate earnings 
and cash flows in the year 1+1. Рг> 0.5 is a pre- 
diction of an EPS or CFO increase, and Pr<0.5 
is a prediction of an EPS or CFO decrease. 


ables are adjusted for drift to take out the firm-specific trend. 
However, the use of alternative drift terms does not alter the 
substance of the results. 

15 Cash flow from operations (CFO) = operating earnings ad- 
justed for all non-current accruals not affecting working capital 
(e.g., depreciation, amortisation, deferred taxes, equity earn- 
ings), plus net changes in all working capital accounts, except 
for changes in cash, marketable securities and debt in current 
liabilities. Similar to Wilson (1986), Ali and Pope (1995), Ber- 
nard and Stober (1989), our definition of cash flows adjusts 
earnings for accruals (current and non-current) consistently 
across firms. 

16 Several capital market studies reported earnings and non- 
earnings variables as being useful in explaining security returns, 
including Wilson (1986), Lipe (1986), Bernard and Stober 
(1989), Strong and Walker (1993). 

17 Logarithmic transformation is used for some variables that 
are not originally normally distributed. 
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3.1.4. Portfolio formation 

The estimated probability (Pr) measure will then 
be used to form four portfolios. Two portfolios are 
constructed based on the earnings prediction 
model and another two portfolios are constructed 
based on the cash flow prediction model as 
follows: 

E+ consists of firms with a prediction of an 
earnings (EPS) increase in the subsequent year. 

E- consists of firms with a prediction of an 
earnings (EPS) decrease in the subsequent year. 

C+ consists of firms with a prediction of a cash 
flow (CFO) increase in the subsequent year. 

С— consists of firms with a prediction of a cash 
flow (CFO) decrease in the subsequent year. 

The portfolio E+(C+) consists of firms with a 
prediction of positive earnings (cash flow) changes, 
i.e., the model with a probability of an earnings or 
cash flow increase greater than 0.5 (Pr 0.5), while 
the E — (C —) portfolio consists of firms with a pre- 
diction of an earnings or cash flow decrease 
(Pr«0.5). Consistent with prior studies, we also 
use an alternative cut-off point where we include 
in the dataset firms with a probability of an earn- 
ings or cash flow increase greater than 0.6 and a 
probability of an earnings or cash flow increase of 
less than 0.4 (04>Рг>0.6).# Four additional 
portfolios are constructed using firms with a 
Pr» 0.6 for the E+(C+) portfolio and using firms 
with a Pr «0.4 for the Е—(С—) portfolio. 

Furthermore, in order to determine whether in- 
vestment in a portfolio of stocks with predicted 
earnings and cash flow increases is more profitable 
than an investment in a portfolio of stocks with 
predicted earnings or cash flow increases, we di- 
vide our dataset into two additional portfolios: i) 
ЕС+ consists of firms with a prediction of an earn- 
ings and cash flow increase in the subsequent year; 
and ii) EC— consists of firms with a prediction of 
an earnings and cash flow decrease in the sub- 
sequent year. For example, the EC+ portfolio con- 
sists of firms that have a probability of earnings 
increase (derived from the earnings prediction 
model) greater than 0.5 (Рг>0.5) and a prob- 


18 In trading strategies investors have the option to include 
in their portfolios observations that show more clearly the 
direction of the earnings/cash flow change. In an attempt to get 
more robust results, observations with an estimated probability 
around 0.5 (1.е., between 0.4 and 0.6) are excluded from the 
dataset. Values of Pr between 0.4 and 0.6 may not indicate the 
direction of earnings/cash flow changes very well. 

1? To test even further the robustness of our results, we de- 
signed two additional strategies. First, by going long in firms 
with an earnings Pr>0.5 and an CFO Pr» 0.3 and short in 
those firms with an earnings Pr «0.5 and an СРО Pr « 0.7. Sec- 
ond, by going long in firms with an earnings Pr 0.6 and ап 
CFO Pr 0.4 and by going short in those firms with an earn- 
ings Pr«0.4 and an CFO Pr «0.6. The results of these alter- 
native trading strategies are discussed in the next section. We 
thank an anonymous referee for suggesting these alternative 
trading strategies. р 


P 10,608 
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ability of а CFO increase (derived from the CFO 
prediction model) greater than 0.5 (Pr 0.5). The 
opposite applies to the EC— portfolio (see Figure 
1) 29 


3.1.5. Measurement of portfolio performance 

Using cumulative abnormal returns (CAR), we 
calculate each portfolio's performance for each 
month for the five-year period 1991—95. Each 
month's abnormal return (AR,) is the difference 
between actual return (R,) and expected return 
E(R,). 


САК,=7УАК, 
AR, = R,— Е(К„) 
К,= P,— Ра Ру 

Puy 


where: 
Р: is the market value of equity at the end of the 
month t; Div,: cash dividends for the month t. Ex- 
pected returns are based on the market model us- 
ing monthly data for 48 months prior to the 
month under consideration. The regression model 
is: 


ER) =atb Ка 


where R, is the monthly mean return of each port- 
folio; R, is the monthly return of the market port- 
folio; a and b: predicted intercept and beta coef- 
ficients, respectively, which are estimated for each 
month. 

Our investment strategy is based on a 12-month 
holding period ending three months after the fiscal 
year end, since it is expected that most financial 
information will be available to the market partic- 
ipants by that time. We assign stocks to a long 
position if the model predicts an earnings or a cash 
flow increase (Рг> 0.5 or Pr» 0.6) and we assign 
stocks to a short position if the model predicts an 
earnings or a cash flow decrease (Рг<0.5 or 
Рг< 0.4). The CAR is calculated for the hedge 
portfolio which is a zero net investment strategy, 
ie. the money investors get by going short in 
stocks with Pr«0.5 (or Pr«0.4) is used to buy 
stocks (long position) with a Pr>0.5 (or 
Pr >0.6).?! 

Positions are taken on the basis of Pr values at 
the first day of the fourth month after fiscal year 
end (1.е., April 1 for a December fiscal year end 
firms) for the period 1991—93. For each month in 
the investment position, the return to the hedge 








20 Even though our study was originally designed to estimate 
CAR based on the Pr 0.6,0.4 scheme for the combined portfolio 
of earnings and cash flows, we were unable to perform this test 
because only a limited sample of firms met this criterion. 

21 [n practice it is not a zero net investment since there are 
transaction costs. 
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portfolio is the difference between mean returns of 
the long and short positions (CAR, — CAR- 
kw САК ш). Reported returns for each month 
in the 12-month holding period are means of re- 
turns to the investment strategy over the five-year 
period 1991—95, and therefore reflect the average 
probability for the investment strategy imple- 
mented each year. 

CARs for the hedge, long, and short investment 
positions will be estimated twice for Pr 0.5,0.5 and 


.Pr 0.4,0.6, for each of the three investment 


strategies (ie., the earnings-based; the cash flow- 
based; and the combined earnings/cash flow-based 
strategies). 


3.2. The data set 

The data set consists of all UK industrial firms 
included in the Global Vantage database (1995 
version) for which data are available to estimate 
all variables used in the study for the ten-year 
period 1984—93 (see Table 1). Data for the four- 
year period 1987—90 are used to estimate the earn- 
ings and cash flow prediction (logit) models. These 
prediction models are used to predict one-year 
ahead earnings and cash flow changes for the three 
year period 1991—93. Data for the five-year period 
1991—95 are used to estimate cumulative returns. 
Data for the period 1984—86 are used to calculate 
the drift and the lagged terms. The data set con- 
sists of 3,256 (3,088) firm-year observations for the 
earnings (cash flow) prediction model for the four- 
year period 1987-90.2? 


4. Empirical results 


This study i) assesses the ability of financial state- 
ments to predict earnings and cash flow changes 
and ii) examines whether the prediction of earn- 
ings and cash flow changes one year ahead is al- 
ready impounded in stock prices. We use data for 
the four-year period 1987—90 to estimate the earn- 
ings and cash flow prediction logit models. Table 
1 lists the 60 accounting variables used in the pres- 
ent study as well as those variables that were found 
statistically significant in the univariate and mul- 
tivariate analysis. Initially, we performed univar- 
iate analysis for each of the 60 possible predictor 
variables. Thirteen (21) variables were found sta- 
tistically significant in predicting earnings (cash 
flows). In the parts which follow we discuss i) the 
multivariate analysis undertaken in order to iden- 
tify the predictor variables for the one-year ahead 





22 The Global Vantage (GV) database includes data for the 
period 1984—95, and we used all available data for this study 
(monthly market data for the years 1994—95 were collected 
from the 1997 version of the GV). Financial institutions (SIC 
6,000—6,999), utilities (SIC 4,800—4,999) and other non-indus- 
trial firms (SIC greater than 8,000) are excluded from the 
sample. 
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earnings and cash flow changes, and ii) the use- 
fulness of the one-year ahead earnings and cash 
flow changes in predicting stock returns. 


4.1. Multivariate analysis 

In this section we discuss the multivariate ana- 
lysis undertaken for predicting one-year ahead i) 
earnings changes and ii) cash flow changes. 


4.1.1. Earnings prediction model 

The 13 accounting variables that were found 
significant in predicting one year ahead earnings 
changes in the univariate analysis are used in the 
multivariate model. By employing the stepwise re- 
gression procedure, the following four accounting 
variables were found statistically significant in pre- 
dicting earnings per share changes one year ahead 
(Table 3): i) the return on total assets (ROTA), ii) 
the % change in operating profit to sales (DOPS), 
iii) the sales to accounts receivables ratio (SAR) 
and iv) cash flows to total liabilities (CFOLT). 
Consistent with prior studies by Ou (1990), Ou 
and Penman (1989), and Freeman et al., (1982) the 
profitability ratios are negatively related to future 
earnings changes. Regarding the ROTA variable, 
the literature supports that rates of return follow 
a mean reverting process (Freeman et al., 1982). 
Low rates of return imply that earnings are tem- 
porarily depressed and high rates of return imply 
that earnings are unusually good. The remaining 
two ratios are positively related to earnings 
changes, implying that any increases in the 
CFOLT and SAR ratios would lead to increases 
in future earnings. The sign of these ratios is con- 
sistent with the notion that 1) firms with high 
CFOLT ratios are expected to experience fewer |- 
quidity problems, and ii) increases in efficiency 
(proxied by SAR) will lead to higher future 
earnings. 

Results in Table 4 indicate that the multivariate 
model predicts correctly 61% (67%) earnings 
changes for a Pr 0.5,0.5 (Pr 0.6,0.4) scheme. The 
annual correct earnings predictions range from 
0.60 to 0.63 (0.66 to 0.70). The correct earnings 
increases are 0.63 (0.72) for a Pr 0.5,0.5 (Pr 0.6,0.4) 
and the correct earnings decreases are 0.60 (0.63). 
These prediction results are consistent with prior 
US evidence presented in Table 2, where we show 
that for a cut-off point of Pr 0.5,0.5 the correct 
predictions of prior studies range from 0.58 to 
0.62, while for a cut-off point of Pr 0.6,0.4 the 
correct predictions range from 0.64 to 0.68. These 
results are consistent with the notion that the dif- 
ferences in GAAP between the UK and the US 
are not influencing the predictive ability of finan- 
cial statements. The financial reporting differences 
may affect the financial ratios that appear signifi- 
cant in predicting earnings, but do not necessarily 
affect the prediction rate. In contrast to prior US 
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models, our UK model is more parsimonious in 
that it gives at least as good prediction results as 
those results presented in prior studies while using 
four predictor variables versus at least nine pre- 
dictor variables employed in prior studies. 


4.1.2. Cash flow prediction model 

The 21 accounting variables that were found 
statistically significant in predicting one-year 
ahead cash flow changes in the univariate analysis 
are used in the multivariate model. In Table 3 we 
present the nine statistically significant variables 
which are: i) days in account receivables (DIAR), 
ii) % change in days in accounts receivables 
(DDIAR), ii) inventory to total assets ratio 
(ГТТА), iv) % change in the inventory to total as- 
sets (DITTA), v) % change in the operating profit 
margin (DOPS), vi) % change in sales to total as- 
sets (DSTTA), vii) sales to inventory ratio (STD, 
viii) operating cash flows to total liabilities 
(CFOLT), ix) operating profit to total assets ratio 
(OPITA). The level of the operating efficiency 
ratios (DIAR and ITTA) is positively related to 
cash flow changes, whereas the changes of these 
variables are negatively related to cash flow 
changes. These results may be due to the fact that 
increases in these variables may require greater 
cash outflows or lower cash inflows. Increases in 
the profitability ratio OPITA may lead to increases 
in CFO, since higher profits are expected to 
increase future CFO. The CFOLT and the STI 
variables are negatively related to cash flow 
changes. The cash flow variable CFOLT is 
inversely related to next year’s CFO changes partly 
because cash flows tend to follow a mean reverting 
process. 

Results in Table 4 show that the cash flow 
model predicts correctly 73% (79%) cash flow 
changes under the cut-off Pr 0.5, 0.5 (Pr 0.6,0.4) 
schemes. The annual correct cash flow predictions 
range from 0.69 to 0.75 (0.76 to 0.81). The correct 
cash flow increases are 0.70 (0.76) for a Pr 0.5,0.5 
(Pr 0.6,0.4) scheme, and the correct cash flow de- 
creases are 0.75 (0.80). These results indicate that 
the predictive ability of the CFO model is superior 
to the predictive ability of the earnings prediction 
model. This difference in the prediction rate is con- 
sistent with earnings being affected by arbitrary 
allocations, and/or earnings being more vulnerable 
to being manipulated by managers than cash 
flows. 


4.2. Predicting stock returns 

The major question raised in the present study 
is whether the prediction of earnings and cash flow 
changes provides new information which is not 
reflected in stock prices. Tables 5 and 6 report the 
empirical results from the three trading strategies 
implemented in the study. These strategies are 
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Table 3 
Summary of multivariate logit earnings and cash flow prediction models 
Estimation period is 1987—1990 








Earnings prediction Cash flow prediction 

Predictor variable Abbreviation models (N= 3256) models (N= 3088) 

coefficient p-value coefficient p-value 
Operating cash flows to CFOLT 0.7065** 0.0122 — 7.4621*** 0.00 
total liabilities 
Days in accounts receivable DIAR — 0.0038** 0.0404 
% change in DIAR DDIAR 0.4690*** 0.0015 
% change in op. profit DOPS —0.9810*** 0.00 —0.4740** 0.0306 
margin 
% change in sales to assets DSTTA — 1.9980*** 0.00 
% change in the inventory DITTA 2.1182*** 0.00 
assets 
Return on total assets ROTA — 6.0242*** 0.00 
Inventory to total assets ПТА —3.1763*** 0.00 
Operating profit/total assets ОРТА 9.7335*** 0.00 


Sales to receivables 






Sales to inventory STI — 0.0087*** 0.0066 


"же ** *: statistically significant at a —0.01, 0.05 and 0.10, respectively 


Table 4 
Multivariate earnings and cash flow prediction models 


Earnings prediction models Cash flow prediction 
(М= 3256) models (N= 3088) 


Pr cutoff Pr cutoff 


0.5, 0.5 0.5, 0.5 0.6, 0.4 
% of correct predictions: 
1991 1 0.63 0.75 0.81 
1992 0.60 0.69 0.76 
1993 0.60 0.74 0.78 
Total (average) 0.61 0.73 0.79 
% correct predicted earnings or cash flow per 0.63 0.70 0.76 
share increases 
% correct predicted earnings or cash flow per 0.60 . 0.75 0.80 
share decreases 


Summary of prediction performance of earnings and cash flow prediction models for the period 1991-93 
(training period is 1987-90). Earnings and cash flow changes are predicted one year ahead on the basis of an 
estimated probability (Pr) of an earnings or cash flow increase indicated by the prediction models. 
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Table 6 
Panel А: Long positions are taken in all stocks with Pr>0.5 and short positions in stocks with Pr «0.5 
Portfolio 1991 1992 1993 1994 1995 


*EC91 —10.53(L) 7.94(P) 15.53(P) 
-EC91 6.68(L) -9.54(Р) 
Hedge -17.21(L) 25.07(Р) 
+EC92 9.79(P) 
~ EC92 —6.15(Р) 
Hedge 15.94(Р) 
+ЕС9з 9.79(P) 
—EC93 — 6.15(Р) 
Hedge 15.94(P) 


Average 


431(P) 


0.28(P) 
ЩЕ) 
—0.83(1,) 
14.02(Р) 
-6.75(Р) 
20.77(P) 


8.03(Р) "T 
-4.05(Р) 
12.66(P) 


Panel B: Long positions are taken in all stocks with earnings Pr» 0.5 and a cash flow Pr» 0.3 and short positions in stocks 
with an earnings Pr « 0.5 and cash flow Pr «0.7 


Portfolio 1991 1992 


+ЕС91 —9.71(L) 11.19(P) 
-EC91 3.84(L) —4.27(Р) 
Hedge —13.55(L) 15.46(P) 
+EC92 6.78(P) 
-ЕС92 —8.66( P) 
Hedge 15.44(P) 
+EC93 

-EC93 


Hedge 


1993 


16.53(P) 
-7.99(Р) 
24.52(Р) 
12.63(Р) 
-117(Р) 
24.33(P) 
9.23(P) 
—8.85(Р) 
18.08(Р) 


1994 1995 Average 


6.85(Р) 
—9.43(P) 
16.28(P) 
10.43(P) 
— 10.39(P) 
20.82(P) 


—4.09(P) 


11.29(P) 16.73(P) 


Panel C: Long positions are taken in all stocks with earnings Pr>0.6 and a cash flow Pr>0.4 and short positions in stocks 
with an earnings Pr<0.4 and cash flow Pr<0.6 


Portfolio 1991 1992 


+EC91 —9.81(L) 10.27(Р) 
4.64(1) -482(Р) 

—14A5(L) 15.09(P) 

7.8(P) 

—&8(P) 

16.6(Р) 


1993 
16.73(P) 


1994 1995 Average 


12.22(Р) 


17.93(Р) 22.33(Р) 


Mean cumulative monthly excess returns from investment in stocks on the basis of estimated probability of an earnings (E) 
and cash flow (C) increase (Pr) for the period 1991—95. Reported returns are mean differences for the holding month 
between mean cumulative returns of the two sides of the positions. 





based on the summary measure Pr from i) the pre- 
diction of earnings changes, ii) the prediction of 
cash flow changes, and Ш) the prediction of both 
earnings and cash flow changes (see Figure 1). 


4.2.1. Prediction of stock returns based on future 
earnings changes 

Table 5 presents abnormal returns for the long 
and short positions and for the hedge portfolio 
based on the prediction of one-year ahead earnings 
changes. Our trading strategy is based on a twelve- 
month holding period over the years 1991—95. 
Two cut-off schemes are used, Pr 0.6,0.4 and Pr 


ice J'O—"———XXX——— 


0.5,0.5.3 For sensitivity analysis purposes, each 
one of those cut-off schemes is tested three times, 
using three alternative 36-month holding periods, 
i.e., 1991-93, 1992—94 and 1993-95. Panels А and 
B of Table 5 present the results of the Pr 0.5,0.5 
and Pr 0.6,0.4 trading strategies, respectively. The 
results of the Pr 0.6,0.4 scheme show that the av- 
erage excess return is 15.43%, 26.73% and 22.22% 
for the three-year period 1991-93, 1992-94 and 
1993—95, respectively (or average annual excess re- 
turn of 21.46% over the period 1991—95). More 
specifically, in eight out of the nine 12-month hold- 





23 By using the cut-off Pr 0.6,0.4 scheme, we eliminate firms 
whose sign for next year's earnings (or CFO) changes may not 
be indicated clearly (Pr values between 0.4 and 0.6). On the 
other hand, by using the cut-off Pr 0.5,0.5 scheme, the number 
of firms included in the analysis is larger and thus the variance 
of the portfolio returns would be lower. 
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ing period tests that we performed, our results 
show positive excess returns. Moreover, the excess 
returns over all our 24-month and 36-month hold- 
ing periods were positive. Furthermore, the results 
of the Pr 0.5,0.5 trading strategy over the same 
period were consistent with the results of the Pr 
0.6,0.4 trading strategy. In all three periods exam- 
ined, the average excess returns ranged from 7.15% 
(1991-93) to 16.22% (1992-94). In summary, all 
earnings-based tests we performed provide evi- 
dence that excess returns can be earned. Our re- 
sults are also consistent with the evidence provided 
by Ou and Penman, who reported 14.53% (8.3%) 
excess returns for the 24-month (12-month) hold- 
ing period. 


4.2.2. Prediction of stock returns based on future 
cash flow changes 

Table 5 presents abnormal returns for the long 
and short positions and for the hedge portfolio 
based on one-year ahead cash flow changes. 
Similar to the earnings-based trading strategy pre- 
sented in the previous part, our trading strategy is 
based on a 12-month holding period over the years 
1991—95. Two cut-off points are used, Pr 0.6,0.4 
and Pr 0.5,0.5. Each of those cut-off schemes is 
tested three times using a 36-month holding 
period, i.e., 1991—93, 1992—94 and 1993—95. Panels 
A and B of Table 5 present the results of the Pr 
0.5,0.5 and Pr 0.6,0.4 trading strategies, respec- 
tively. The results of the Pr 0.6,0.4 scheme show 
that the average excess return is — 0.64%, 0.17% 
and 5.62% for the three-year periods, 1991—93, 
1992-94 and 1993-95, respectively (or average an- 
nual excess return of 1.717% over the period 
1991—95). Moreover, the results of the Pr 0.5,0.5 
trading strategy over the same period were con- 
sistent with the results of the Pr 0.6,0.4 trading 
strategy. In all three periods examined the average 
excess returns ranged from — 1.9994 (1991—93) to 
5.88% (1992—94). The average annual excess return 
of those three investment periods is 2.37%. 

In summary, by comparing the cash flow-based 
prediction results with the earnings-based predic- 
tion results we observe that the one-year ahead 
earnings predictions provide additional informa- 
tion to the market and thus investors may earn 
excess returns. In contrast, the cash flow-based 
trading strategies do not provide conclusive evi- 
dence that excess returns can be earned, even 
though the correct prediction rates of the multi- 
variate models was higher for the cash flow model 
(79% vs 67% for the Pr 0.6,0.4 scheme). Two 
plausible explanations may be given for these re- 
sults. First, our cash flow prediction method per- 
forms equally well as other existing cash flow pre- 
diction models. Second, the cash flow information 
may be already impounded in stock prices. 
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4.2.3. Prediction of stock returns based on future 
earnings and cash flow changes together 

Another trading strategy that we have under- 
taken is based on the summary value measures Pr 
extracted from the combined earnings and cash 
flow-based prediction models. Since both earnings 
and cash flows are considered measures of firm 
performance that may complement each other, we 
hypothesise that a trading strategy based on both 
earnings and cash flows will outperform the pre- 
vious strategies that we examined which were 
based on either earnings or cash flow changes." 
Similar to all our previous trading strategies, we 
use a 12-month holding period for the five-year 
period 1991-95 and a cut-off point of Pr 0.5,0.5. 
Again, for sensitivity analysis purposes, we test 
this cut-off scheme three times using a 36-month 
holding period, ie. 1991-93, 1992-94 and 
1993—95. Panel А of Table 6 presents abnormal 
returns for the long and short positions and for 
the hedge portfolio. The results show that the av- 
erage annual excess return is 6.25%, 7.71% and 
16.46% for the three-year periods 1991-93, 
1992—94 and 1993—95, respectively (or average an- 
nual excess return of 10.14% over the period 
1991-95). 

More specifically, in eight out of nine 12-month 
holding period tests that we performed, the results 
indicate that there exist positive excess returns. 
Moreover, the excess returns over the 24-month 
and 36-month holding periods tested were positive 
(except once under the 24-month period) In 
summary, all combined earnings and cash flow- 
based tests that we performed provide evidence 
that excess positive returns can be earned. Further- 
more, in order to test the robustness of our mod- 
els, we have undertaken a random strategy that 
was repeated 1,000 times. The relative frequency 
of observing the 24-month CAR or greater was 
p «0.002. These results are consistent with the ev- 
idence provided by Ou and Penman (1989) and 
they strengthen the evidence provided by our trad- 
ing strategy. 

Comparing the aforementioned results with the 
evidence provided from the earnings or cash flow 
prediction models alone we observe the following: 
i) the earnings-based and the combined earnings/ 
cash flow-based trading strategies clearly outper- 
form the cash flow-based trading strategy, and ii) 
the earnings-based trading strategy outperforms 
the combined earnings/cash flow-based trading 
strategy in two out of the three 36-month holding 
periods tested.” 





24 Under this trading strategy, firms must meet simul- 
taneously the earnings and cash flow criteria (Pr 0.5,0.5 or Pr 
0.6,0.4). Since under this scenario very few firms met the Pr 
0.6,0.4 criterion, we use the Pr 0,5,0.5 for our trading strategy. 

75 [n an attempt to test the robustness of our prediction 
model we repeated the analysis conducted thus far using data 
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4.2.4. Further robustness tests 

In order to examine even further the robustness 
of our results we performed the following: i) we 
designed additional trading strategies based on 
both earnings and cash flows, and ii) we tested 
whether the excess returns are due to risk differ- 
ences. А discussion on each of the above tests 
follows. 


i) Additional trading strategies based on both 
earnings and cash flows. 

In order to examine the robustness of our re- 
sults, we designed two additional trading strategies 
which take into consideration the fact that nega- 
tive (positive) changes in CFO are generally 
viewed as bad (good) news. First, we took long 
positions in firms with an earnings Pr» 0.5 and a 
CFO Рг>0.3 and short positions in those firms 
with an earnings Pr«0.5 and a CFO Pr«0.7 
(hereafter Pr 0.3,0.7 strategy). Second, we took 
long positions in firms with an earnings Pr» 0.6 
and а CFO Pr» 0.4 and short positions in those 
firms with an earnings Pr «0.4 and a CFO Pr «0.6 
(hereafter Pr 0.4,0.6 strategy). Panel B of Table 6 
presents the results of the Pr 0.3,0.7 trading 
strategy for the five-year period 1991—95. These re- 
sults corroborate the evidence presented in Panel 
А of Table 6, i.e., that excess returns can be 
earned. More specifically, the average excess re- 
turns are 8.81%, 18.68% and 16.73% for the 36- 
month holding periods 1991—93, 1992-94 and 
1993-95, respectively. Therefore, our results indi- 
cate that a trading strategy based on both earnings 
and cash flows can generate excess returns. By 
comparing these results with the evidence pre- 
sented in Panel А of Table 5, we observe that these 
excess returns exceed the excess returns derived 
from the earnings-based trading strategy alone. 
Therefore, depending on the cut-off point, addi- 
tional excess returns could be earned by employing 
a combined earnings and cash flows-based trading 
strategy. 

Finally, the results derived from our fourth trad- 
ing strategy presented in Panel C of Table 6 cor- 
roborate the evidence provided thus far, i.e., that 
excess returns can be earned by employing this 
trading strategy. More specifically, the average ex- 
cess returns are 8.74%, 20.93% and 17.49% for the 
36-month holding periods 1991—93, 1992-94 and 
1993-95, respéctively. Therefore, our results indi- 
cate that a trading strategy based on both earnings 
and cash flows can generate excess returns. By 
comparing these results with the results presented 
in Panel B of Table 5, we observe that these excess 


for the years 1988-91 and 1989-92. We form two additional 
portfolios, the first for:1992 (holding period is 1992(+4) to 
1993(+3)) and the second for 1993 (holding period is 1993(+4) 
to 1994(+3)). The prediction results are qualitatively similar to 
those presented in this study. 
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returns do not exceed the excess returns derived 
from the earnings-based trading strategy alone. 
Therefore, by employing this trading strategy one 
may not gain excess returns beyond those earned 
from an earnings-based trading strategy. 

In summary, the following conclusions can be 
drawn from our trading strategies over the period 
1991—95. First, similar to evidence for the US posi- 
tive excess returns can be earned from the earn- 
ings-based trading strategy. Second, positive ex- 
cess returns may be earned from the cash 
flow-based trading strategy, but these excess re- 
turns are much lower than those derived from the 
earnings-based trading strategy. Third, positive ex- 
cess returns can be earned from the combined 
earnings and cash flow-based trading strategies. 
Comparing the results of the combined earnings 
and cash flow-based trading strategy with the re- 
sults of the earnings-based trading strategy, we 
find some evidence that the excess returns derived 
from the former method are superior. 


ii) Risk-adjusted returns 

In order to test whether excess returns are 
driven by the higher risk in the long portfolio, we 
regressed the monthly return for the hedge port- 
folio against the market return (Greig, 1992; Za- 
rowin, 1989; DeBondt and Thaler, 1987). 


Ry, =aqtb, Ка 


where: 

R,-R,-R, В, and R, are the returns to the 
long position (Pr>0.6) and short position (Pr 
« 0.4) respectively for month t, and R, is the re- 
turn on the market portfolio. The b, is the beta 
estimate for the hedge portfolio. According to 
Greig (1992), one of the major advantages of this 
approach is that beta and abnormal returns are 
estimated simultaneously, and therefore the 
problem of time variation in beta for stocks in the 
hedge portfolio is avoided. 

Table 7 presents the regression results of the 
association of the market returns (К) with the 
monthly return for the hedge portfolio (R,). We 
run regressions for three separate 12-month per- 
1045: months 1-12, 13-24 and 25—36, where month 
013 the month that the Pr is computed. In all three 
years tested, the difference in betas between the 
long and short positions is statistically insignifi- 
cant, indicating that the long position is not 
significantly riskier than the short position for 
each of the three annual periods examined. More 
specifically, the difference in betas is 0.152 
(р=0.103), 0.0066 (р=0.911) and 0.0161 
(р=0.788) for the first, second and third years, 
respectively. In summary, these results indicate 
that the excess returns found by using our trading 
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Table 7 
Regression results of hedge portfolios 
Ra =a, tb, (Ra) 
а, b, R? N 
Year 1 0.0106 0.152 0.083 33 
(0.052)* (0.103) 
Year 2 0.0272 0.0066 0.000 33 
(0.000)*** (0.911) 
Year 3 0.0202 0.0161 0.003 30 
(0.000)*** (0.788) | 


Results of regressions of monthly hedge portfolio returns R,, against the market return (R) for each of the three years of 
the test period 1991-1995. The return of the hedge portfolio for month t, R,,=R,—R,, where R, is the return for firms 


with Рг» 0.6 and В. is the return for firms where Pr «0.4. 


t-statistics are in parentheses. М: number of observations used to estimate the regression coefficients. Coefficients are 
statistically significant from zero at a=0.01(***), a=0.05(**), and а=0.10(*). 





strategies are not due to risk differences across the 
long and short portfolios. 


5. Conclusion 


This study provides empirical evidence of the use- 
fulness of future earnings and cash flow predic- 
tions in gaining excess returns for a sample of UK 
publicly-traded firms. Our results are consistent 
with the US evidence provided by Ou and Penman 
(1989) and Holthausen and Larcker (1992)25 We 
conclude that: i) financial information predicts 
one-year ahead earnings and cash flow changes, 
and ii) trading strategies based on the summary 
value measure Pr extracted from the earnings 
model and from the combined earnings/cash flow 
models may earn excess returns. Our results are 
robust to alternative trading schemes, length of the 
holding period, earnings and cash flow combina- 
tions and risk controls. Overall, the findings of this 
study not only reinforce prior US evidence but 
also provide further insight i) on the usefulness of 
accounting variables in predicting earnings and 
cash flow changes, and ii) on the usefulness of fu- 
ture earnings in predicting stock returns. The find- 
ings of this study should be interpreted with cau- 
tion i) because of the lack of a theoretical 
framework linking financial information to future 
earnings and cash flow changes and ii) due to the 
weaknesses of the statistical and empirical models. 
Future research should be directed towards build- 
ing strong theoretical models linking financial 
information to the prediction of earnings, cash 


26 The present and prior studies did not take into consider- 
ation transaction costs. Alternatively, excess returns may be 
thought of as the rents of the labour resources analysts con- 
sume in implementing certain investment strategies. Sloan 
(1996) also points out that the information acquisition costs 
and processing costs associated with implementing these 
strategies in real time are not-trivial. 





flows and stock returns by taking into consider- 
ation firm-specific and industry-specific character- 
istics, since predictor variables are expected to 
vary depending on certain firm characteristics. 
Moreover, since our results indicate that it is the 
ассгиа] component of future earnings that the 
market has more trouble forecasting, future re- 
search may combine this methodology with the 
development of a model that forecasts the accrual 
component and take positions based on forecasted 
accruals.?! 
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Cross-sectional estimation of abnormal 
accruals using quarterly and annual data: 
effectiveness in detecting event-specific 


earnings management 


Debra C. Jeter and Lakshmanan Shivakumar* 


Abstract—This paper addresses certain methodological issues that arise in estimating abnormal (or discretionary) 
accruals for detection of event-specific earnings management. Unlike prior studies (e.g., Dechow, Sloan, and Swee- 
ney, 1995; Guay, Kothari, and Watts, 1996) that rely primarily on time-series models, we focus on the specification 
of cross-sectional models of expected accruals using quarterly as well as annual data. Perhaps more importantly, 
we present a variation of the Jones model that is shown to be well specified for all cash flow levels. We show that 
the cross-sectional Jones model yields systematically positive (negative) estimates of abnormal accruals for firms 
whose cash flows are below (above) their industry median. Using mean squared prediction errors as well as simu- 
lation analysis, we show that our model is more powerful than the cross-sectional Jones model in detecting earnings 
management. In addition, we examine differences in the power of current accrual models in detecting earnings 


management across audited and unaudited quarters. 


1. Introduction 


Earnings management around firm-specific events 
has received considerable attention from research- 
ers in recent years. Much of the research in this 
literature uses discretionary accruals (or, more 
accurately, abnormal accruals) to examine earn- 
ings management, where abnormal accruals are 
defined as actual accruals minus expected accruals. 
Given the importance of the expectations model in 
estimating abnormal accruals, it is essential to use 
the most precise models of expected accruals avail- 
able in tests of earnings management. Several 
studies have addressed the adequacies and inade- 
quacies of the extant models for estimating discre- 
tionary accruals, focusing typically on time-series 
estimation. We extend this literature in two ways. 
First, we introduce a new model that controls 
explicitly for the level of cash flows, and we ex- 
amine its specification and power to detect abnor- 


*The authors thank J. S. Butler, Arnold Cowan, Paul Cha- 
ney, Shameek Konar, Craig Lewis, Ronald Masulis, seminar 
participants at Vanderbilt University, and two anonymous re- 
viewers for their comments. Financíal support from Financial 
Markets Research Center at Vanderbilt University is gratefully 
acknowledged. The authors are, respectively, at Owen Gradu- 
ate School of Management, Vanderbilt University, Nashville, 
TN 37203, jeterdc@trvax.vanderbilt.edu and the London Busi- 
ness School. Correspondence should be addressed to Mr Shi- 
vakumar, assistant professor of accounting, London Business 
School, Sussex Place, Regent's Park, London NW] 45А. 
Email: LShivakumar@lbs.ac.uk 


mal accruals. Second, we assess the adequacy of 
the currently available accrual models, using cross- 
sectional estimation procedures and quarterly as 
well as annual data. 

The focus of this paper is to improve the 
methodology for detecting event-specific earnings 
management (such as earnings management 
around seasoned equity offerings, IPOs, import re- 
lief investigations, etc.) and does not directly ad- 
dress studies where there is no firm-specific event 
(such as studies examining earnings management 
to increase managerial compensation or to smooth 
reported earnings). Studies of event-specific earn- 
ings management typically study the mean abnor- 
mal accruals across event firms and test whether 
the mean is significantly different from zero (see, 
e.g., Jones (1991), DeAngelo (1986, 1988), etc.). A 
mean that is significantly different from zero is in- 
terpreted as being consistent with earnings 
management related to the event under examina- 
tion. In arriving at this conclusion, such studies 
implicitly assume that the mean abnormal accruals 
would have been zero in the absence of the firm- 
specific event. One of the objectives of this paper 
is to test the validity of this assumption. 

Dechow, Sloan and Sweeney (1995) examine a 
few of the currently available, time-series based ac- 
crual models for misspecification and statistical 
power and argue that while the models examined 
are well specified for randomly chosen firms, they 
are misspecified for firms with extreme cash flows. 
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They also find these models to have low power in 
detecting earnings management. Guay, Kothari 
and Watts (1996) examine the same models as De- 
chow et al. (1995), also in a time-series context, 
and present evidence consistent with their argu- 
ment that all the models estimate discretionary ac- 
cruals with considerable imprecision.! 

In this paper, we present a modification of the 
Jones model and test the specification of this 
model? Whereas other earnings management 
models do not control for the strong negative re- 
lation between total accruals and cash flows, we 
introduce variables to control for changes in cash 
flows over time. This extension of the Jones model 
is shown to be well specified for all cash flow levels 
and to exhibit more power than the conventional 
Jones model in detecting earnings management. 

Cross-sectional models have been generally well 
received in the literature and have been used in a 
number of papers (e.g., Defond and Jiambalvo, 
1994; Chaney, Jeter and Lewis, 1998; Subraman- 
yam, 1996). Since the parameter estimates from 
cross-sectional models are conceptually different 
from those obtained using time-series models, it is 
of interest to examine the specification and power 
of cross-sectional models. In the final section of 
the paper, we summarise the results of our esti- 
mation of the parameters of the time-series models 
as a contrast to the cross-sectional estimation pre- 
sented throughout the paper. 

Although most earnings management research is 
based on annual data, a few recent studies use 
quarterly data to detect earnings management 
(e.g., Shivakumar, 1997; Rangan, 1998). The use 
of quarterly data has several advantages in detect- 
ing earnings management around specific corpo- 
rate events. Quarterly data provides a sharper fo- 
cus on the event, which could increase the 
likelihood of detecting earnings management. 
Also, financial statements for interim quarters are 
often unaudited, allowing greater managerial dis- 
cretion and requiring less detailed disclosure than 
annua] financial statements. These differences pro- 
vide managers with greater opportunities to man- 
age earnings and, hence, make detection of earn- 
ings management more likely in interim quarters. 
Due to the advantages of using quarterly data, we 
evaluate the specification and the power of a va- 
riety of well-known models on this data. Accrual 
models that are well specified for annual data are 
not necessarily well specified for quarterly data for 
several reasons. For example, if managers defer 


1 Although Guay, Kothari and Watts (1996) present evidence 
of imprecision in all the models examined, they state that 
'among the extant models, only the Jones and modified Jones 
models appear to have the potential to provide reliable esti- 
mates of discretionary accruals’. 

? Throughout the paper, we often refer to the cross-sectional 
adaptation of the Jones model simply as the Jones model. 
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bad news to the fourth quarter, a positive bias may 
result in abnormal accruals estimated in interim 
quarters with a compensating negative bias in the 
fourth quarter. Given the preponderance of earn- 
ings management studies based on annual data, we 
evaluate these models using annual data as well. 
In addition, we examine possible differences in the 
degree of earnings management in audited (fourth) 
quarter versus unaudited (interim) quarters using 
a random sample of firms. 

Using simulation analyses similar to those per- 
formed by Brown and Warner (1985), we derive 
the following major conclusions. Our results are 
consistent with Dechow et al.’s (1995) findings for 
time-series models in several respects. We find ev- 
idence that the cross-sectional Jones model is well 
specified for random firms but misspecified for 
firms whose cash flows deviate systematically from 
the industry median. Extending the Jones model 
to explicitly control for cash from operations, as 
proposed by Shivakumar (1996), yields a model 
that is well specified for all cash flow levels. The 
abnormal accruals estimated from the cross-sec- 
tional models appear to be less imprecise than 
those estimated by Guay, Kothari and Watts 
(1996) using the time-series models. Finally, across 
a random sample of firms, there is greater evidence 
of noise and/or earnings management in the fourth 
quarter than in the interim quarters. In view of the 
complexities that arise in the fourth quarter related 
to settling up or ‘house cleaning’, and the difficulty 
inherent in separating noise from earnings 
management in the fourth quarter, we suggest that 
tests of earnings management may be less powerful 
in these quarters than in interim quarters. 

The remainder of the paper is organised as fol- 
lows. In Section 2, we discuss the various models 
examined here, while Section 3 discusses manag- 
ers' incentives and opportunities to manage earn- 
ings in interim quarters versus the fourth quarter. 
In Section 4, we describe the methodology adopted 
to test the specification and the power of the 
various models. Section 5 presents the results, and 
Section 6 concludes. ` 


2. Estimating discretionary accruals 


Studies examining earnings management typically 
decompose total accruals into expected (or non- 
discretionary) accruals and abnormal (or discre- 
tionary) accruals, a procedure that relies heavily 
on the descriptive accuracy of the expectations 
model used. Most of the models of expected ac- 
cruals require the estimation of one or more par- 
ameters. The parameters of time-series models are 
estimated for each firm in the sample using data 
from periods prior to the event period. In contrast, 
the parameters of cross-sectional models are esti- 
mated each period for each firm in the event sam- 
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ple using contemporaneous accounting data of 
firms in the same industry. 

The time-series models and the cross-sectional 
models provide conceptually different estimates of 
abnormal accruals due to differences in their ap- 
proaches for estimating expected accruals. To es- 
timate model parameters, time-series models use 
data from an estimation period during which no 
systematic earnings management is expected to oc- 
cur. Cross-sectional models make no assumptions 
regarding systematic earnings management in the 
estimation sample, but implicitly assume that the 
model parameters are the same across all firms in 
an estimation sample. The abnormal accruals es- 
timated from these models can be interpreted as 
‘industry-relative’ abnormal accruals. To see this, 
consider an industry that is enjoying favourable 
economic conditions. If firms smooth reported 
earnings, then the ‘actual’ abnormal accruals for 
the firms in this industry will be negative. Cross- 
sectional models are unlikely to capture all the 
negative abnormal accruals, however, since the 
earnings management is contemporaneously cor- 
related across firms in the sample. Thus only those 
firms whose accruals are negative relative to the 
industry benchmark will be identified as earnings 
managers. This introduces a potential limitation of 
the cross-sectional approach, or a bias against 
finding evidence of earnings management in some 
cases? 

Nonetheless, these 'industry-relative' abnormal 
accruals can be a useful tool for researchers ex- 
amining event-specific earnings management. By 
controlling for industry-wide earnings manage- 
ment, cross-sectional models enable researchers to 
detect earnings management above and beyond 
the average unconditional earnings management 
found in that industry. It is this type of earnings 
management that is the focus of this study, and 
thus its primary relevance is for event studies. Cer- 
tainly, time-series models can be modified to con- 
trol for industry- or economy-wide earnings 
management as well. Though time-series models 
can be used to estimate a firm's ‘actual’ abnormal 
accruals, these models suffer from severe survivor- 
ship bias as well as selection bias. Typically, time- 
series models (such as the Jones model) require at 
least ten observations in the estimation period to 
obtain minimally reliable parameter estimates. For 
studies using annual data, this requirement implies 
that the sample firms must survive for at least 11 
years. Since such firms are more likely to be large, 
mature firms with greater reputational capital to 
lose if earnings management is uncovered, this 
methodology introduces a selection bias. In con- 
trast to time-series models, the cross-sectional ap- 








3 Import relief investigations, examined by Jones (1991), is 
an example of an event where earnings management is expected 
to occur contemporaneously across several firms in an industry. 
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proach has the practical advantage of generating 
larger samples, but it does not generate firm-spe- 
cific coefficients. 

We briefly discuss below the various models that 
are examined here. For each event quarter, the 
model parameters are estimated from a cross-sec- 
tional regression using contemporaneous account- 
ing data of firms in the same two-digit SIC code. 


2.1. Jones model 

The Jones model attempts to estimate expected 
accruals after controlling for changes in a firm's 
economic environment. Expected accruals under 
the Jones model is measured by 


Е(асс,/а, 1) = B, (1/a4.;)* B, (Arevan) + 
В, (gppe/a;..) 


where Arev, is the change in revenues in period t 
from period t-1; gppe, is the gross property, plant 
and equipment at the end of period t; and а, , is 
the book value of total assets at the end of period 
1-1. f,, В, and 8, are firm-specific parameters that 
are estimated (using firms in the same two-digit 
SIC code) from the following OLS regression. 


acc; Ја, = b, (1а, 1)+6, (Arevan) + 
b; (врре/а, л) tE (2) 


where acc, is the actual accruals of firm i in period 
t; and b,, b, and b, are the OLS estimates of f, 
В, and fl, respectively. 
This model treats revenues as entirely non-dis- 
cretionary. However, if earnings are managed by 
shifting revenues from future periods, the Агеу, 
would be endogenous to the model. In order to 
control for this endogeniety bias, Dechow et al. 
(1995) propose a modification to the Jones model, 
in which the expected accruals are computed as: 


Е(ассјја 1) = В, (ar) tR (Агеу,-Атеса, 1) + 
Bs (gppe./a...) (3) 


where Агес, is defined as the change in receivables 
for firm i from period t-1 to period t. The estimates 
of В, В, and B, are those obtained from the orig- 
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inal Jones model. The only modification relative 
to the Jones model is that the change in revenues 
is adjusted for the change in receivables for each 
sample firm. This modified version of the Jones 
model implicitly assumes that all changes in un- 
collected credit sales at the end of the event period 
result from earnings management. The reasoning 
behind this modification is that earnings are easier 
to manage via credit sales than cash collections. 

Though the modified Jones model attempts to 
control for the endogeniety bias in the original 
Jones model, it potentially introduces a bias of its 
own. First, the assumption that all changes in un- 
collected credit sales result from earnings manage- 
ment is unlikely to be valid, resulting in over-cor- 
rection. Secondly, this modification is only 
appropriate during periods when earnings are ac- 
tually managed in this manner. However, in most 
event-specific studies of earnings management, the 
periods in which earnings are actually managed 
are not known to the researcher (e.g., the precise 
quarter within the event year), and uniformly ap- 
plying this modification to all event quarters or 
event years could lead to further misspecification. 
For example, some firms might manage earnings 
in all four quarters of the event year, while others 
might manage earnings in only one or two. Fi- 
nally, the reasoning underlying the modification 
suggests that changes in receivables should be in 
the same direction as the hypothesised manage- 
ment of earnings. This then raises the issue of 
whether or not a researcher should apply the same 
modification to firms for which the change in re- 
ceivables is opposite in direction to that of the 
change in revenues. 


2.2. CFO model 

Prior studies (Dechow, 1994; Dechow, Sabino 
and Sloan, 1996) have documented a negative re- 
lation between cash flows and accruals even in the 
presumed absence of any systematic earnings 
management. Moreover, Dechow et al. (1995) 
show that the time-series Jones model is not well 
specified for firms with extreme cash flows. Since 
this misspecification may be due to the fact that 
the Jones model does not control for cash from 
operations, some recent studies have incorporated 
cash from operations as an extension of the Jones 
model. See, for example, Rees, Gill and Gore 
(1996), Hansen and Sarin (1996), and Shivakumar 
(1997). 

We test the power and degree of misspecification 
of the extended Jones model that controls for cash 
from operations. In particular, we test the model 
developed by Shivakumar (1996) since this model 
is quite general. Shivakumar (1996) argues the 
existence of a non-linear relationship between cash 
from operations (cfo) and accruals in cross-sec- 
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tional data.* To accommodate the possibility of 
such a relation between cash flows and accruals, 
the slope coefficient on cfo,/a;,, in the model is 
allowed to vary across firms as shown below. 


E(acc,/a4.,) = Ky, Arev/a,, + к, gppe,/ay, + 
к, dl; *cfoJ/a, , + 
X,d2,*cfo/a, + 
к; d3 *cfo/a, + 
к, d4;*cfo,/a, + 


ко d5, *cfo,/a,,, (4) 


Cash flows are defined as earnings before extra- 
ordinary items less accruals (асс,). We define (to- 
tal) accruals and earnings as follows (with COM- 
PUSTAT data item numbers indicated 
parenthetically first for annual items, then for 
quarterly): acc, = AReceivables,, (2,37)+ 
AInventory,(3,38)* AOther current assets, 
(68,39) — AAccounts payable, (70,46)— AIncome 
tax payable, (71,47) — AOther current liabilities; 
(72,48) – Depreciation, (14,5), where change (4) is 
computed between time t and time t-1; and earn- 
ings before extraordinary items (18,8). 

Our calculation of cash from operations is de- 
pendent on our definition of total accruals, as 
stated above. Because we exclude some adjust- 
ments (such as gains/losses on sale of fixed assets) 
that are included in earnings before extraordinary 
items, the computed amount does not necessarily 
equal in every case the cash from operations re- 
ported in a firm's statement of cash flows. None- 
theless, we chose this specification because of its 
consistency with prior studies, and because our 
purpose is largely to examine the performance of 
the accruals models used in accounting research 
studies. 

Firms in each estimation sample are sorted into 
quintiles based on cfo;/a, ,, and dl, to d5, are in- 


4 Shivakumar (1996) argues that the non-linear specification 
for cash flows is desirable since cash from operations 
(сѓо; /а;,.1) may vary across firms in the estimation sample, due 
either to differences in the long-run level of return on assets 
(net income/a, ;) or to matching and/or timing problems in 
cash flows. Further, the relative importance of these two 
sources of cash flow variation will differ across firms in the 
estimation sample. For example, since the estimation sample 
consists of firms in the same industry, extreme differences in 
cash flows among firms are more likely to result from matching 
or timing differences than from differences in return on assets. 
In contrast, firms with cash flows near their industry median 
are likely to be 'steady state' firms, as defined in Dechow 
(1994), with relatively less variability in cash flows arising from 
timing or matching issues. In the present paper we have chosen 
the non-linear specification because it is more general and does 
not constrain firms with extremely low cash flows to have the 
same slope coefficient as firms with moderate or high cash 
flows. 
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dicators for the cash flow quintile to which a firm 
belongs. The firm-specific parameters, x, through 
ку are estimated similarly to the estimation of par- 
ameters for the Jones model. 


3. Abnormal accruals in interim quarters 
versus fourth quarter 


In this paper, we examine the specification and the 
relative power of the accrual models across fiscal 
quarters in view of the possibility that differences 
across quarters may affect the ability of the models 
to detect event-specific earnings management. We 
examine the specification of alternative models in 
various quarters in part because of the bad news 
deferral argument presented by Mendenhall and 
Nichols (1988). They argue that managers have an 
income increasing bias in the interim quarters and 
defer bad news to the fourth quarter. This argu- 
ment suggests that the average discretionary ac- 
cruals could be positive in interim quarters and 
negative in the fourth quarter. This interpretation 
of Mendenhall and Nichols’ argument implies that 
tests for the null hypothesis of no earnings 
management may be rejected in all quarters. 

Apart from specification issues, the power of ac- 
cruals models in detecting event-specific earnings 
management may also vary across quarters de- 
pending on managerial incentives and/or oppor- 
tunities for earnings management in the quarters. 
Specifically, the quarters in which managers have 
greater incentives (unrelated to the event of inter- 
est) or greater opportunities for earnings manage- 
ment will include more noise in the abnormal ac- 
crual estimates, lowering the ability of the model 
to detect earnings management. Incentives and 
opportunities for earnings management are likely 
to vary across interim and final quarters for at 
least three distinct, but not mutually exclusive, 
reasons. 

First, the absence of an independent audit in in- 
terim quarters provides managers with greater 
opportunities to manipulate earnings. Second, 
managers may be less concerned about manipu- 
lating the numbers for interim reports, as compen- 
sation plans and debt covenants are generally fo- 
cused оп year-end reports. Finally, we 
acknowledge the possibility that managers, on av- 
erage, report their good-faith best estimates in the 
interim periods and correct those estimates, as 
needed, in the fourth period. We elaborate upon 
each of these issues next. 

Financial statements for interim quarters may 
be argued to allow for greater use of discretion on 
the part of managers than the financial statements 
for the fourth quarter or the annual statements. 
Whether this discretion improves or detracts from 
the quality of the reported earnings numbers is not 
entirely a resolved issue. Sankar and Subraman- 
yam (1997) discuss the relative advantages of al- 
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lowing discretion and of restricting (or constrain- 
ing) the extent of discretion allowed. Under 
Generally Accepted Accounting Principles 
(GAAP), firms may use estimates for certain costs 
and expenses (such as damages and losses in in- 
ventory, income tax expenses, LIFO liquidation) 
in interim quarters. The actual amount of these 
expenses need not be determined until the fiscal 
year end, at which time any difference between the 
estimates and the actual for the previous quarters 
is adjusted. The use of estimates for expenses in 
the interim quarters provides managers with 
greater opportunities to manage reported earnings 
without violating СААР. Further, for timely re- 
porting of financial information, quarterly reports 
are often unaudited and require much less disclo- 
sure than annual reports.$ 

The actual degree of discretion exercised by 
managers in interim quarters depends not only on 
their opportunities but also upon their incentives 
for managing earnings. These incentives, in turn, 
may lead to differences in the performance of al- 
ternative models across quarters. We restrict the 
following discussion of incentives for earnings 
management to those that we deem as most likely 
to be common to managers from a random sample 
of firms, since our empirical analyses are based on 
randomly selected firms. First, managers may 
manage earnings to avoid violating debt covenants 
(DeFond and Jiambalvo, 1994). Second, they may 
manage earnings to report a smooth or gradually 
increasing pattern of reported earnings 
(Chaney and Lewis, 1995; Subramanyam, 1996; 
Chaney, Jeter and Lewis, 1998). Third, managers 
may manage earnings to maximise their bonus 
compensations (Healy, 1985; Holthausen, Larcker 
and Sloan, 1995; Gaver, Gaver and Austin, 1995). 
While managers’ incentives to avoid debt covenant 
violations and to smooth reported earnings may 
impact on financial statements in all quarters, their 
incentives are heightened in the fourth quarter. Of- 
ten it is not until this quarter that managers are 
aware of their exact (or even, in some cases, 
approximate) position with regard to bonus plans 
or income smoothing targets. Hence, if bonus 
compensation and/or achieving a specified target 
level of earnings are important incentives for earn- 
ings management, we would expect managers to 





5 A significant body of research has demonstrated that the 
market reacts to interim earnings announcements, despite the 
fact that only the annual report is audited. In fact, Kross and 
Schroeder (1990) present evidence that the reaction, as-evi- 
denced in the earnings response coefficient, is larger on average 
for the interim reports than for the year-end announcement, 
among relatively small firms. They attribute this difference to 
the requirement that errors in previous quarters' earnings be 
reversed in the quarter of discovery. 

$ See Mendenhall and Nichols (1988) for a more detailed 
comparison of the accounting discretion available to managers 
in interim quarters and the discretion available in the fourth 
quarter. 
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exercise preater discretion in the fourth quarter 
than in the interim quarters. 

The prevalence of the fourth quarter as the time 
to adjust or correct interim period estimates (or 
misestimates), as well as any incentives for man- 
agers to achieve target levels of annual earnings, 
suggest that we should find greater variation in our 
estimates of abnormal accruals in the fourth quar- 
ter. However, the opportunity to exercise discre- 
tion is likely to be greater in unaudited quarters, 
in which case we might expect the opposite; 1.е., 
more variation in the abnormal accrual estimates 
in interim quarters. 


4. Methodology and sample construction 


4.1. Test of specification of models 

In order for a regression-based expectations 
model to be effective in estimating discretionary 
accruals and thus in testing for earnings manage- 
ment, it is essential that the model be well specified 
in the context in which it is used. We test the 
specification of the various models by examining 
the mean abnormal accruals for randomly selected 
samples of firm-periods. Due to the random se- 
lection of firm-periods, no systematic earnings 
management is expected in our samples. Hence, if 
the models are well specified, we should not reject 
the null hypothesis of a mean of zero for these 
samples. 

Recall that the focus of this paper is to test the 
specification of models used in detecting event-spe- 
сїйс earnings management rather than the type of 
management that may occur in the absence of a 
firm-specific event (such as managers' incentives to 
maximise compensation or to smooth reported 
earnings). The methodology adopted in our study 
can be justified even if individual firms manipulate 
earnings in other ways, such as smoothing, since 
our focus is on means rather than on individual 
firms. Since no systematic earnings management is 
expected in our random samples, we expect the 
mean abnormal accruals across the firms to be in- 
significantly different from zero. Some firms in the 
random sample may overstate earnings while oth- 
ers may be understating earnings. The presump- 
tion in event-specific studies of earnings manage- 


ment is that these  overstatements and 
understatements should cancel out in a random 
sample. 


Our specification tests are based on a simulation 
method similar to the one used by Brown and 
Warner (1985). This metbod is implemented by 
forming 200 samples of 100 randomly selected 
firms from the universe of firms available on 
COMPUSTAT. The firms in each sample are cho- 





7 We use the term ‘firm-period’ to refer to a particular ac- 
counting period (either a quarter or a year) for a particular 
firm. 
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sen without replacement to ensure that the obser- 
vations within a sample are independent. Each 
firm is then assigned a randomly chosen period as 
the event period, and the abnormal accruals are 
estimated for this event period using alternative 
accrual models. The average abnormal accruals 
across firms are then computed for each sample, 
and these averages are evaluated across the sam- 
ples to identify significant deviations in the fre- 
quency of type I errors from conventional test 
levels. 

Since Dechow et al. (1995) find the time-series 
Jones model to be misspecified for firms with ex- 
treme cash flows, we also examine the specification 
of the expected accrual models after controlling 
for the cash flow levels of the firms. We implement 
this by selecting 1,000 firm-periods in each cash 
flow quintile and testing whether the average dis- 
cretionary accruals across firms in each quintile 
are significantly different from zero. The quintiles 
are formed for each period and for each industry 
by sorting the firms in that industry based on their 
cash from operations. The indicator variables 41, 
42,, 43,, 44, and d5, designate the quintile from 
the CFO model. We select 1,000 firm-periods for 
which 41,=1, 1,000 firm-periods for which 
d2, — 1, etc. The mean abnormal accruals for the 
1,000 firm-periods in each quintile are then tested 
for significant differences from zero using t-tests. 
The t-test in analysis of means can be justified 
since the means are asymptotically normally dis- 
tributed according to the Central Limit Theorem. 
To control for possible heteroskedasticity in cross- 
sectional means, we use the White's (1980) stan- 
dard errors to compute the t-statistics. 


4.2. Tests of models' power in detecting earnings 

management 

We examine the power of the various models in 
detecting earnings management using the Brown 
and Warner simulation model. We test the power 
of the competing models by artificially introducing 
earnings management of a fixed and known 
amount in the firm-periods selected. We then ex- 
amine the mean abnormal accruals and evaluate 
the frequency with which the alternative models 
reject the null hypothesis of по earnings 
management. 

As noted by Dechow et al. (1995), the ability of 
the models to detect earnings management de- 
pends on the components of accruals that are 
managed. We follow a similar approach to that of 
Dechow et al. and make two different sets of as- 
sumptions regarding the components of accruals 
that are manipulated. 

(1)Expense manipulation: this type of manipula- 
tion assumes that accruals are manipulated by 
delaying the recognition of expenses. This ap- 
proach to accrual manipulation is implemented 
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by adding an assumed amount of manipulation 
to total accruals in the event period. Since none 
of the models considered in this paper uses ex- 
penses to estimate expected accruals, we do not 
adjust any of the other variables in this analysis. 
(2)Revenue manipulation: under this type of ma- 
nipulation, accrual manipulation is assumed to 
occur through premature recognition of reve- 
nues. This approach is implemented by adding 
the assumed amount of sales manipulation to 
both total accruals and Arev, in all the models. 


The above types of manipulation provide us 
with the bounds on the ability of the models to 
detect earnings management. As discussed earlier, 
the models examined in this study suffer from en- 
dogeniety bias when earnings are manipulated 
through revenues. Moreover, as shown by Dechow 
et al. (1995), this bias would reduce the ability of 
the models to detect earnings management. By as- 
suming that all manipulations occur through rev- 
enue, the revenue manipulation provides a lower 
bound on the ability of these models to detect 
earnings management. On the other hand, expense 
manipulation assumes that no manipulation oc- 
curs through revenue, thereby completely avoiding 
the endogeniety bias. Hence, this type of manipu- 
lation provides the upper bound to the ability of 
the models to detect earnings management. In re- 
ality, both types of manipulation are likely to be 
important sources of accrual manipulation and, 
hence, the actual ability of the models to detect 
earnings management would lie between these 
bounds. 


4.3. Tests of specification and power of models 
across quarters 

To demonstrate possible differences in the abil- 
ity of the models to detect earnings management 
across various quarters, we analyse the abnormal 
accruals in each of the quarterly financial state- 
ments for 1,000 randomly selected firm-years. Ob- 
servations are included in the sample for a given 
firm-year only if we have data available to estimate 
abnormal accruals in each of the quarters for that 
year. We initially examine the estimates of abnor- 
mal accruals in each quarter for the selected ob- 
servations. This is intended to test the specification 
of the models in the various quarters and to ex- 
amine the bad news deferral argument of Menden- 
hall and Nichols (1988). To investigate the amount 
of management and/or noise in the various quar- 
ters, we use the squared abnormal accruals. If 
managers have and exercise the same degree of dis- 
cretion in all the quarters and if the level of noise 
is approximately the same in all quarters, then the 
squared abnormal accruals are expected to be the 
same across the quarters. On the other hand, if 
managers manage earnings more in certain quar- 
ters than in others, or if some quarters include 
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more noise than others, then we expect larger 
squared abnormal accruals for such quarters. 
Another way of viewing the effects of manage- 
ment and/or noise on the squared abnormal accru- 
als is to consider the squared abnormal accruals, 
which are nothing more than squared prediction 
errors, as measuring the power of the models in 
detecting event-specific earnings management. 
Quarters in which we find squared abnormal ac- 
cruals to be relatively high are quarters in which 
managers exercise greater discretion even in the 
absence of event-specific earnings management. 
For these quarters, the estimates of abnormal ac- 
cruals in studies of event-specific earnings manage- 
ment would be particularly noisy, reducing the 
power of the tests for earnings management. 


5. Results 


This study examines earnings management using 
both annual and quarterly data that are obtained 
from 1994 COMPUSTAT. The firm-periods for 
which we estimate abnormal accruals are selected 
from 390,880 firm-quarters between 1984 and 1994 
for analyses using quarterly data and from 171,478 
firm-years between 1975 and 1994 for analyses us- 
ing annual data. 

We require at least 20 observations in the cross- 
sectional sample for estimating the parameters of 
cross-sectional models. We exclude highly influ- 
ential observations by deleting observations which 
have absolute values of DFFITS greater than 
two.’ This exclusion criterion is intended to pro- 
vide us with parameter estimates that are repre- 
sentative of the sample. 

The use of a constant definition for accruals 
across all firms introduces certain large and unu- 
sual observations, such as acquisitions, asset write- 
offs included in operating income, etc. which 
might invalidate our estimate of accruals.? Thus it 
is crucial to control for highly influential or anom- 
alous observations. Such observations could im- 
pact on both our estimates of the parameters of 
the various models and the estimated abnormal ac- 
cruals. To control for their influence, we exclude 
any observation for which the magnitude of our 
estimate of abnormal accruals is greater than 200% 
of the total assets for the firm. Excluding abnor- 
mal accruals in excess of 200% of total assets 
seems conservative, as it is unlikely that a manager 
would be able to manipulate earnings to such an 
extent without being detected. Hence we feel fairly 





8 See Belsley, Kuh and Welsch (1980) for a discussion of 
DFFITS. 

9 For example, transactions like asset write-offs that are in- 
cluded in operating income provide accrual estimates that im- 
pact on net income. But these transactions make the accruals 
non-comparable across firms, since some firms treat the asset 
write-offs as extraordinary income rather than operating in- 
come (and thus exclude them from our accruals measure). 
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Table 1 


Descriptive statistics on total accruals 
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Total accruals 


Mean Std. Dev. Min. Quartile 1 Median Quartile 3 Max. 
—0.01* —0.13 — 0.425 —0.07 —0.03 0.02 1.51 

*t-statistic 3.01 

Proportion >0 0.32 

Sign tests (p-value) «0.01 

Skewness 3.72 

Kurtosis 31.86 

S-W statistic (p-value)** «0.01 





**S-W statistic is the Shapiro-Wilk statistic for test of normality. 


The sample for this table consists of 1,000 firm-years randomly chosen from the universe of firm-years in the 
COMPUSTAT database. Total accruals are measured as AReceivables,,+Alnventory,,+AOther current 
assets, — AAccounts payable, — AIncome tax payable, — AOther current liabilities, — Depreciation,, where 


change (A) is computed between time t and time t-1. 








certain that such observations are anomalous.!? 
Further, the results are qualitatively similar when 
the exclusion criterion is set at 100% of total assets 
rather than 200% as the cut-off. 


5.1. Sample statistics for accruals 

Since all our analyses are based on total accru- 
als, we initially examine the distribution of total 
accruals for 1,000 randomly selected firm-years. 
Table 1 presents the descriptive statistics for total 
accruals. The mean and median accruals are neg- 
ative, which is not surprising since a major com- 
ponent of total accruals is depreciation expense, a 
negative number. Álso, the mean accruals are 
higher than the median accruals. Further, the kur- 
tosis of the accruals for this set of firm-years is 
31.86, indicating that the distribution has thick 
tails relative to a normal distribution. Finally, Ta- 
ble 1 presents the Shapiro-Wilk test statistic for 
normality. Using this statistic, we are able to reject 
the null hypothesis that all the accruals come from 
a normal distribution with the same mean and 
variance. 


5.2. Cross-sectional models 

Tables 2 and 3 present the results of the specifi- 
cation for abnormal accruals estimated using 
cross-sectional models and annual data. Table 2 
presents the descriptive statistics for the parameter 
estimates and abnormal accruals for 1,000 ran- 


10 For any particular analysis, the number of observations 
with abnormal accruals greater than 20096 of total assets is less 
than 1% of the observations used in that analysis. The mean 
(median) magnitude of the abnormal accruals that are excluded 
in the results reported in this study vary from 288% (27794) to 
3271% (488%) of total assets depending on the analysis. 





domly selected firm-years, while Table 3 analyses 
the frequency of type I errors in two hundred ran- 
domly selected samples. 

From Panel A of Table 2, we observe that the 
mean and the median intercept terms are insignifi- 
cant for the Jones model. Also, the coefficient for 
the change in revenues is positive in 93% of the 
regressions and is statistically significant for the 
average regression. Also, as expected, the coeffi- 
cient for gross property, plant and equipment is 
significantly negative. Moreover, this coefficient is 
negative in 9396 of the regressions. The average 
regression yields an adjusted R-square of 39% and 
uses 9] observations in the estimation sample. 

Panel B of Table 2 presents the parameter esti- 
mates for the CFO model. The intercept term and 
the gppe; for this model are insignificantly differ- 
ent from zero. Thus, the addition of a cash flow 
measure to the Jones model apparently renders the 
gppe; term insignificant, suggesting one of the fol- 
lowing two interpretations. Either the variable 
Ерре, is proxying for cash flows, rather than for 
depreciation expense as previously believed, or a 
cash flow variable controls for the depreciation ac- 
crual better than the variable gppe,. Further, as in 
the Jones model, the mean coefficient for change 
in revenues is significantly positive. The mean and 
the median coefficients on the cash flow variables 
are all negative as expected. Moreover, the coef- 
ficients for the cash flow variables in the extreme 
quintiles tend to be negative more often and are 
also more significant than the coefficients for cash 
flows in other quintiles. This is consistent with an 
expectation that the timing and matching prob- 
lems are more severe for firms with extreme cash 
flows than for firms with cash flows closer to their 
industry median. Finally, in contrast to the Jones 
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Table 2 


Descriptive statistics for parameter estimates and abnormal 
accruals based on annual data 


Panel A: Estimates for the Jones model 
Е(асс„/аһ„) = Bi (1/а„)+В, (Агеу, )+В, (врреан) 





Меап Std. dev. Quartile 3 Median Quartile 1 Proportion 

20 

Intercept —0.07 0.57 0.05 — 0.03 — 0.13 0.43 

(t-statistic) (— 0.39) (2.94) (0.97) (—0.54) (— 1.69) 

ARev 0.17 0.13 0.23 0.16 0.09 0.93 

(t-statistic) (3.84) (3.32) (5.24) (3.46) (1.74) 

gppe — 0.06 0.05 — 0.03 — 0.06 — 0.08 0.07 

(t-statistic) (—4.50) (4.28) (—1.88) (—3.58) (— 5.81) 

No. of obs. in 91 63 152 64 36 

estimation sample 

R-squared 0.43 0.19 0.56 0.43 0.30 

Adj. R-squared 0.39 0.20 0.52 0.39 0.24 


ARev, is the change in revenues in period t from period t-1 
Еррб, is the gross property, plant and equipment at the end of period t 


Panel B: Estimates for the CFO model 


Е (асс, Јал) = Ky tK, Агеу, ја, л +K gppe;/a; +K dl, *cfo,/a, ;K,d2, "сво, Ја. 
+к;13,*сѓо,+/а, кА, "со Ја, "Кра 5 "соја 





Меап Std. dev. Quartile 3 Median Quartile 1 Proportion 

20 

Intercept —0.15 0.81 . 0.00 — 0.07 — 0.19 0.24 

(t-statistic) (— 1.34) (2.57) (— 0.02) (— 1.34) (—2.48) 

A Rev 0.15 0.11 0.21 0.15 0.09 0.95 

(t-statistic) (4.88) (3.41) (6.44) (4.67) (2.78) 

gppe — 0.01 0.05 0.01 —0.01 — 0.04 0.35 

(t-statistic) (— 0.62) (2.21) (0.60) (—0.70) (— 1.80) 

d1*cfo — 0.49 0.23 — 0.36 — 0.49 —0.62 0.02 

(t-statistic) (5.14) (3.25) (— 3.28) (—4.63) (— 6.51) 

d2*cfo — 0.47 0.41 — 0.30 — 0.46 — 0.62 0.06 

(t-statistic) (—3.10) (2.39) (—1.72) (— 2.80) (—4.15) 

d3*cfo — 0.49 0.76 —0.21 — 0.48 —0.73 0.14 

(t-statistic) (—1.99) (2.25) (— 0.70) (—1.68) (—3.00) 

dá*cfo —0.47 1.00 — 0.09 — 0.43 — 0.80 0.19 

(t-statistic) (—1.71) (2.70) (— 0.23) (—1.35) (—2.56) 

d5*cfo —0.44 0.59 — 0.08 —0.32 — 0.78 0.15 

(t-statistic) (— 3.90) (7.47) (— 0.82) (— 2.42) (—4.54) 

No of obs. in 89 63 151 63 35 

estimation sample 

R-squared 0.73 0.16 0.86 0.75 0.61 

Adj. R-squared 0.68 0.17 0.82 0.70 0.55 


ARev, is the change in revenues in period t from period 1-1 
gppe, is the gross property, plant and equipment at the end of period t 
со, is the cash from operations for period t. 


Firms in each estimation samples are sorted into quintiles based on cfo,/a,, and d1,to 45, are indicators for 
the cash flow quintile to which a firm belongs. 


= 





308 ACCOUNTING AND BUSINESS RESEARCH 


Table 2 (contd) 
Panel C: Abnormal accruals estimated using the Jones and the CFO models 


Statistic CFO model 


— 0.002 
0.02 
— 0.36 
0.041 
0.004 
— 0.033 
1.46 
— 1.66 
0.53 
0.05 


-Jones model 


0.002 
0.02 
0.48 
0.042 
—0.005 
— 0.051 
1.11 
— 1.04 
0.46 
0.05 


Mean abnormal accruals 
Variance 

t-statistic 

Quartile 3 

Median 

Quartile 1 

Maximum 

Minimum 

Proportion >0 

sign test (p-value) 


The sample for this Table consists of 1,000 randomly chosen firm-years. Abnormal accruals are computed as 


the actual accruals less expected accruals (E(acc,/a,,,)) estimated either from the Jones model or the CFO. 


model. 


Table 3 


Rejection frequencies based on one-tailed t-statistics for the null hypothesis of no earnings management using 


annual data 
Null hypothesis: 
Test level: 5% 


8.0% 
4.0% 


Jones model 
CFO model 


Earnings management «0 
1% 


1.0% 
1.5% 


Earnings management >0 
5% 1% 


4.5% 
5.5% 


0.5% 
0.5% 


The abnormal accruals for this table are estimated using first the Jones model and then the CFO model. The 
results are based on 200 samples with 100 randomly chosen firm-years in each sample. 


Note: none of the values presented in this table are significantly different from the specified test level at the 


5% level using a two-tailed binomial test. 


model the average adjusted R-square for this 
model is 6894. This suggests that the CFO model 
18 able to explain a significant portion of the cross- 
Sectional variation in accruals. 

Panel C of Table 2 presents descriptive statistics 
for the abnormal accruals estimated for the 1,000 
firm-years. The mean abnormal accruals for the 
Jones model and for the CFO model are not 
significantly different from zero, consistent with a 
claim that both the models are well specified. This 
conclusion is further supported by the results from 
analysing the frequency of type I errors in 200 ran- 
domly selected samples with 100 firm-periods in 
each sample (a variation of the methodology used 
by Brown and Warner). The results from this ana- 
lysis, which are presented in Table 3, indicate that 
the null hypothesis of no earnings management is 
not rejected more often than expected using either 
of the cross-sectional models. 1 

Tables 4 and 5 present the results corresponding 
to Tables 2 and 3 using quarterly rather than an- 

пиа] data. The parameter estimates for both the 





Jones and the CFO models are comparable to 
those obtained using annual data. However, the 
adjusted R-square for the Jones model is only 14% 
for quarterly data compared to 39% for annual 
data. In contrast, the adjusted R-square for the 
CFO model drops only slightly, to 66% for quar- 
terly data from 68% for annual data. These statis- 
tics indicate that the CFO model not only explains 
a greater part of the cross-sectional variation in 
accruals than the Jones model but is also more 
stable across the type of data used in the analysis. 

Panel C of Table 4 provides the descriptive stat- 
istics for the estimated abnormal accruals. The 
mean abnormal accruals are insignificantly differ- 
ent from zero for both the models, suggesting that 
the models are well specified. Also, interestingly, 
the sign test for the median indicates that the me- 
dian of abnormal accruals from the CFO model is 
significantly positive. This finding, along with the 
result that the mean of abnormal accruals is insig- 
nificantly different from zero, suggests that when 
discretionary accruals are negative (income de- 














Adj. R-squared 
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Table 4 

Descriptive statistics for parameter estimates and abnormal accruals based on quarterly data 

Panel А: Estimates for the Jones model 

Mean Std. dev. Quartile 3 Median Quartile 1 Proportion 

20 

Intercept — 0.02 0.46 0.02 —0.02 — 0.06 0.38 

(t-statistic) (—0.72) (2.50) (0.57) (— 0.62) (— 1.83) 

ARev 0.16 0.26 0.29 0.19 0.03 0.80 

(t-statistic) (1.65) (2.11) (2.92) (1.76) (0.37) 

gppe —0.02 0.02 —0.01 —0.02 — 0.03 0.12 

(t-statistic) (—2.35) (2.12 (-086) (—2.22) (—3.53) 

No. of obs. in 131 80 207 154 49 

estimation sample 

R-squared 0.19 0.14 0.25 0.16 0.09 

Adj. R-squared 0.14 0.14 0.21 0.12 0.05 

ARev, is the change in revenues in period t from period 1-1 

gppe, is the gross property, plant and equipment at the end of period t 

Panel B: Estimates for the CFO model 

| ‚. Mean Std. dev. Quartile 3 Median Quartile 1 Proportion 

>0 

Intercept — 0.06 0.21 —0.01 — 0.05 —0.10 0.17 

(t-statistic) (—1.90) (2.53) (-049) (—1.93) (— 2.89) 

ARev 0.17 0.15 0.25 0.16 0.08 0.94 

(t-statistic) (2.96) (2.06) (4.28) (2.88) (1.64) 

gppe 0.00 0.02 0.01 0.00 — 0.01 0.49 

(t-statistic) (0.17) (1.92) (1.36) (— 0.02) (—1.12) 

di*cfo —0.78 0.19 — 0.68 — 0.78 — 0.89 0.00 

(t-statistic) (— 10.01) (142) (-6.01) (-848) .  (-11.92) 

d2*cfo —0.67 0.34 —0.49 — 0.69 — 0.84 0.02 

(t-statistic) (—4.14) (3.03) (-2.16) (—3.55) (—5.21) 

d3*cfo —0.64 0.73 —0.29 · — 0.66 — 0.96 0.13 

(t-statistic) (—2.13) (249) (-0.56) (— 1.69) (—3.01) 

d4*cfo — 0.68 0.78 —0.34 — 0.76 —1.10 0.12 

(t-statistic) (-2.52) (3.06) (—0.79) (— 2.15) (— 3.59) 

d5*cfo —0.56 0.45 —0.27 — 0.54 — 0.87 0.05 

(t-statistic) (—7.38) (14.95  (—1.90) (—4.31) (— 7.56) 

No. of obs. in 129 81 205 54 47 

estimation sample 

R-squared 0.69 0.20 0.87 0.70 0.54 

0.66 021 0.85 0.66 0.50 


ARev, is the change in revenues in period t from period t-1 
gppe, is the gross property, plant and equipment at the end of period t 


cfo, is the cash from operations for period t. 


Firms in each estimation sample are sorted into quintiles based on cfo,/a,, and dl, to 05, are indicators for 


the cash flow quintile to which a firm belongs. 





. creasing), they tend to be relatively large. This is 
consistent with a ‘big-bath’ hypothesis that man- 
agers may combine large or numerous negative 
‘hits’ of information into one period in the hope 
of benefiting future periods. 

Table 5 presents the results of the incidence of 
type I errors for the quarterly sample. The results 





show that both the cross-sectional models are well 
specified for quarterly data. The rejection fre- 
quency for the null hypothesis of no earnings 
management is close to the specified test levels for · 
both models. 

In summary, the results in this section indicate 
that the Jones and the CFO models are well speci- 
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Table 4 (contd) 
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Statistic Jones model CFO model 
Mean abnormal accruals 0.000 — 0.002 
Variance 0.01 0.01 
t-statistic 0.10 — 0.65 
Quartile 3 0.025 0.018 
Median 0.000 0.002 
Quartile 1 — 0.030 —0.014 
Maximum 1.20 0.76 
Minimum — 1.19 — 1.28 
Proportion >0 0.50 0.53 
sign test (p-value) 0.92 0.02 


models are defined as in Table 2. 





parameters in the row above it. 


Table 5 

Rejection frequencies based on one-tailed t-statistics for the null hypothesis of no earnings management using 
annual data 

Null hypothesis: Earnings management <0 Earnings management >0 
Test level: 5% 1% 5% 1% 
Jones model 5.5% 1.5% 4.5% 0.5% 
CFO model 5.5% 0.5% 5.5% 0.5% 


The abnormal accruals for this table are estimated either using the Jones model or the 
CFO model. The results are based on 200 samples with 100 randomly chosen firm-years 


in each sample. 


Note: None of the values presented in this table are significantly diferent from the 
specified test level at the 5% level using a two-tailed binomial test. 


The sample for this table consists of 1,000 randomly chosen firm-quarters. The variables and the accrual 


The rows corresponding to ‘t-statistic’ report the summary statistics for t-statistics associated with the 




















fied for randomly chosen firms for both annual 
and quarterly data. In the next section, we exam- 
ine the specification of the models for firms with 
extreme performance as measured by their cash 
flows, focusing on the analysis of cross-sectional 
models using quarterly data. 


5.3. Firm performance and abnormal accruals 

Our initial analysis of the relation between the 
estimates of abnormal accruals and firm perform- 
ance is based on 1,000 randomly selected firm- 
quarters in each cash flow quintile. 

Table 6 presents the descriptive abnormal accru- 
als for firm-quarters in each of the cash flow quin- 
tiles. Firm-quarters in cash flow quintile 1 are firm- 
quarters that are in the highest cash flow quintile 
of the firm’s industry, while those in quintile 5 are 
the firm-quarters that are in the lowest quintile. 
Panel A presents the results for the abnormal ac- 
cruals estimated using the Jones model. From this 
panel, we observe a monotonic relation between 
the cash flow quintiles and the estimated abnormal 


accruals. Firms in quintiles 1 and 2 have signifi- 
cantly negative abnormal accruals. Further, the 
mean abnormal accruals for quintile 3 is insignif- 
icantly different from zero, while the mean abnor- 
mal accruals for quintiles 4 and 5 are significantly 
positive. Moreover, only 9% of the firm-quarters 
in quintile 1 have positive abnormal accruals. This 
proportion increases monotonically across the 
quintiles and reaches a maximum of 77% for quin- 
tile 5. These results indicate that abnormal accru- 
als estimated using the Jones model are highly 
sensitive to the cash flow level of the firm. 

Panel B of Table 6 presents the descriptive sta- 
tistics for the discretionary accruals estimated us- 
ing the CFO model. The results from this panel 
indicate that the mean discretionary accruals are 
not significantly different from zero for any of the 
cash flow quintiles. Further, there is no evidence 
of a monotonic relation between the cash flow 
level and the proportion of firms with positive dis- 
cretionary accruals. The proportion of firms with 
positive discretionary accruals is fairly constant 
across the cash flow quintiles. These findings in- 
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dicate that the CFO model is well specified for all 
cash flow levels.!! 

Table 7 presents the relation between abnormal 
accruals and cash from operations using regression 
analysis. This table provides the regression results 
from regressing abnormal accruals on cash from 
operations for 1,000 randomly selected firm-quar- 
ters. The results are presented without excluding 
any influential observations in the regressions and 
again after excluding observations with absolute 
values of DFFITS greater than two. The results 
under the two methods are qualitatively similar. 
Consistent with the results reported in Table 6, we 
find that the abnormal accruals from the Jones 
model have a significantly negative relation with 
cash flows. However, no such relation is obtained 
for abnormal accruals estimated using the CFO 
model. 

Finally, we examine the abnormal accruals for 
the firms selected using the Brown and Warner 


И We also carried out the analysis by randomly selecting 
5,000 firms and then sorting the firms into quintiles based on 
their cash from operations. This approach does not control for 
the industry level of cash flows and, hence, firms in industries 
with high long-run levels of cash flows tend to be included in 
the higher cash flow quintiles even if the firm has poor cash 
flow performance relative to the other firms in its industry. The 
results from this analysis are qualitatively similar to those re- 
ported in this paper. 


Table 7 


ACCOUNTING AND BUSINESS RESEARCH 


methodology. This analysis involves randomly se- 
lecting 20,000 firm-quarters (200 samples of 100 
firm-quarters each). We sort the 20,000 firm-quar- 
ters into 200 groups based on their cash from op- 
erations and estimate the mean abnormal accruals 
for each group. Figure 1 plots the mean abnormal 
accruals from the Jones model against mean cash 
from operations for these 200 groups, while Figure 
2 plots the mean abnormal accruals from the CFO 
model against the mean cash from operations. Fig- 
ure 1 clearly indicates а monotonic relation be- 
tween abnormal accruals and cash from opera- 
tions. Further, as seen in Figure 2, the mean 
abnormal accruals estimated from the CFO model 
is close to zero for all cash flow levels. 

The above results suggest that the estimates of 
abnormal accruals from the Jones model are 
highly sensitive to cash flow levels. Whether the 
actual reason for the negative relation between 
cash flows and abnormal accruals in the Jones 
model is earnings management to smooth earnings 
or merely accruals mitigating the timing and 
matching problems inherent in cash flows (or a 
combination of the two) matters little for studies 
of event-specific earnings management. Since this 
negative relation is observed even for randomly 
chosen firms, where no systematic earnings 
management is expected, studies of event-specific 


Estimates from regression of abnormal accruals on cash from operations 


Panel A: Jones model 


Does not exclude 


Excludes observations with 


any observation abs( dffits) >2 


Intercept 
t-statistic 

cfo, 

t-statistic 

No. of obs. 
R-squared 
Adj. R-squared 


Panel B: CFO model 


Intercept 
t-statistic 

со, 

t-statistic 

No. of obs. 
R-squared 
Adj. R-squared 


—0.001 
(—0.36) 
—0.724 
(-722) 
1,000 
55.69% 
55.64% 


Does not exclude 
any observation 


—0.002 
(—0.73) 
-0.115 
(—1.31) 
1,000 
3.25% 
3.15% 


— 0.0033 
(— 1.48) 
—0.5621 
(—9.18) 
998 
38.30% 
38.24% 


Excludes observations 
with abs(dffits) >2 


— 0.003 
(-1.11) 
-0.052 
(—0.90) 
997 
0.56% 
0.46% 


The sample for the regressions consists of 1,000 randomly selected firm-quarters. The abnormal accruals, 
which is the dependent variable, is estimated using either the Jones or the CFO model. cfo, is cash from 
operations for firm i in period t. 





AUTUMN 1999 


А" 


Figure 1 
Abnormal accruals from Jones model plotted against CFO 


Abnonnal accruals 














Figure 2 
Abnormal accruals from CFO model plotted against CFO 





Abnormal accruals 











The figures for above figures consists of 20000 randomly selected firm-quarters. These obsrevations are then 
sorted into 200 samples based on cash from operations (cfo,/a,.,). Figures 1 and 2, plot the sample mean for 
abnormal accruals against the sample mean for cash from operations. Abnormal accruals in Figure 1 are 

| estimated using the Jones model, while those in Figure 2 are estimated using the CFO model. 
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earnings management should control for this re- 
lation before drawing conclusions regarding earn- 
ings management around the specific event being 
tested. The results also indicate that the CFO 
model does a fairly good job of controlling for 
cash flows. The CFO model is well specified for all 
cash flow levels and, hence, could be useful to de- 
tect earnings management around events that are 
correlated with abnormal cash flows for a firm. 


5.4. Samples of firm-quarters with artificially 
induced earnings management 

To evaluate the power of the accruals models in 
detecting earnings management, we begin with the 
200 random samples of 100 firm-quarters each that 
are used to determine the proportion of type I er- 
rors (see Table 5). For each sampled firm, we then 
add three levels of accrual manipulation (1%, 2% 
and 5% of total assets) to the estimated abnormal 
accruals and to Агеу, if manipulation occurs 
through revenues. Our choice of the level of ma- 
nipulation is guided by past research, where most 
studies have reported magnitudes of manipulation 
that vary between 1% and 5% of total assets (e.g., 
Shivakumar, 1997; DeAngelo, 1986, 1988). 

The results from this simulation are summarised 
in Table 8. This table lists the frequency with 
which the null hypothesis is rejected using conven- 
tional test levels of 5% and 1%. For this analysis, 
we consider both the null hypothesis that discre- 
tionary accruals are less than or equal to zero and 
the null hypothesis that discretionary accruals are 
greater than or equal to zero. Table 8 also presents 
descriptive statistics of the abnormal accruals 
across the 200 samples used in the analyses. 

Panel A reports the simulation results when the 
magnitude of manipulation is 1% of total assets. 
As expected, both the Jones and the CFO models 
reject the null hypothesis that discretionary accru- 
als are less than or equal to zero more frequently 
than the specified test levels. Using the test level 
of 5%, the rejection frequency for the Jones model 
is 25.5% when accrual manipulation occurs 
through expenses. This rejection frequency almost 
doubles to 45% when the CFO model is used. The 
corresponding rejection frequencies for the two 
models when manipulation occurs through reve- 
nues are 38.5% and 20% for the CFO and Jones 
models respectively. Little difference is observed in 
the mean abnormal accruals between the CFO and 
Jones models, with the mean near 1% across all 
the samples. However, the standard deviation of 
the mean abnormal accruals across the samples is 
lower for the CFO model, indicating greater pre- 
cision in the estimate of the level of manipulation 
from this model. 

Panel B reports the rejection frequencies when 
the level of earnings management is 2% of total 
assets. As expected, the rejection frequencies under 
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both models are higher than their corresponding 
frequencies in Panel A. The CFO model continues 
to reject the null hypothesis more often than the 
Jones model. Also, the standard deviation of the 
mean abnormal accruals across the samples con- 
tinues to be lower for the CFO model. Finally, 
Panel C reports the rejection frequencies when the 
level of earnings management is 5% of total assets. 
At this level of manipulation, both the Jones 
model and the CFO model perform almost equally 
well in detecting earnings management. The mean 
abnormal accruals are close to 5% for both the 
models, but the standard deviation of these means 
across the samples continues to be lower for the 
CFO model. These results demonstrate the greater 
power of the CFO model in detecting accrual 
manipulation. 

The above results suggest that the CFO model 
provides a significant improvement over the Jones 
model in detecting earnings management. This 
improvement is particularly noticeable when the 
level of manipulation is low. 

Finally, to consider how the relative power of 
the models would be affected if discretionary ac- 
cruals were correlated with operating cash flows, 
we performed several robustness tests. First, we 
examined 200 samples of 100 firm-quarters each 
with artificially induced earnings management, 
where the level of manipulation was taken as a 
percentage of the firm's cash from operations 
(—1%, — 10%, or — 50%) in addition to earnings 
management of 1% of total assets. We also intro- 
duced an asymmetric level of earnings manage- 
ment for firms with positive or negative operating 
cash flows (1.е., only firms with negative cash flows 
manage earnings under this assumption). In each 
case we observed higher rejection frequencies for 
the CFO model than for the Jones model, sug- 
gesting greater power in detecting earnings 
management. 


5.5. Ability of accrual models to detect earnings 
management across quarters 

Table 9 reports the results from analysing the 
discretionary accruals in each quarter for 1,000 
randomly selected firm-years. This analysis is in- 
tended to examine the specification of alternative 
models in relation to differences in the degree of 
accounting discretion exercised by managers in the 
various quarters of the fiscal year. Panel A of Ta- 
ble 9 reports the descriptive statistics for the ab- 
normal accruals, while Panel B reports the descrip- 
tive statistics for the squared abnormal accruals. 
Finally, Panel C of this table presents the results 
from comparing the squared abnormal accruals in 
each of the interim quarters to the squared abnor- 
mal accruals in the fourth quarter. 

Recall that various explanations related to ei- 
ther (or both) management’s incentives and oppor- 
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Rejection frequencies for test of the null hypothesis of no earnings management when artificial accrual manipulation is induced 


Panel A: Level of manipulation = 1% 


Expense manipulation 


CFO model Jones model 
Specified test level 596 126 5% 1% 
ЕМ> =0 (%) 45.00* 23.00* 25.50* 11.00* 
EM < =0 (96) 0.00* 0.00 0.00* 0.00 
Mean 0.010 0.009 
Std dev. 0.008 0.010 
t-statistic 16.57 12.91 
Proportion > 0 0.89 0.84 
Sign test (p-value) «0.01 «0.01 
Quartile 3 0.015 0.016 
Median 0.011 0.009 
Quartile 1 0.005 0.002 
Panel B: Level of manipulation = 2% 
| Expense manipulation 
CFO model Jones model 
Specified test level 596 1% 5% 1% 
EM» =0 (96) 83.50* 65.00* 63.50* 41.00* 
EM < =0 (%) 0.00* 0.00* 0.00* 0.00* 
Mean 0.020 0.019 
Std. dev 0.008 0.010 
t-statistic 33.78 26.89 
Proportion > 0 0.98 0.97 
Sign test (p-value) «0.01 «0.01 
Quartile 3 0.025 0.026 
Median | 0.021 0.019 
Quartile 1 0.015 0.012 
Panel C: Level of manipulation = 5% 
Expense manipulation 
CFO model Jones model | 
Specified test level 5% 1% 5% 1% 
EM» =0 (%) 98.50* 98.00* 99.50* 96.50* 
EM < =0 (%) 0.00* 0.00 0.00* 0.00 
Mean 0.050 0.049 
Std dev. 0.008 0.010 
t-statistic 85.54 68.84 
Proportion > 0 1.00 1,00 
Sign test (p-value) «0.01 «0.01 
Quartile 3 0.055 0.056 
Median 0.051 0.049 
Quartile 1 0.045 0.042 


Revenue manipulation 





CFO model Jones model 
596 196 596 1% 
38.50* 17.00* 20.00* 6.50* 
0.00* 0.00* 0.00* 0.00 
0.008 0.008 
0.008 0.010 
13.65 10.54 
0.87 0.78 
<0.01 <0.01 
0.013 0.013 
0.009 0.008 
0.003 0.001 


Revenue manipulation 


CFO model Jones model 
5% 1% 5% 1% 
71.50* 51.00* 51-00* 25.50* 
0.00* 0.00* 0.00* 0.00 
0.016 0.016 
0.008 0.010 
27.97 22.22 
0.96 0.94 
<0.01 <0.01 
0.021 0.022 
0.017 0.016 
0.011 0.009 
Revenue manipulation 
CFO model Jones model 
5% 1% 5% 1% 
98.00* 97.00* 96.50* 87.50* 
0.00* 0.00 0.00* 0.00 
0.041 0.041 
0.008 0.010 
70.88 57.41 
1.00 1.00 
«0.01 «0.01 
0.046 0.047 
0.042 0.041 
0.036 0.034 


*Significantly different from the specified test level at the 5% level using a two-tailed binomial test. 


EM — earnings management 


This analysis is based on 200 samples, each consisting of 100 randomly chosen-firm-quarters. The rejection frequencies for 
the null hypothesis of no earnings management are evaluated across the samples when a specified level of accrual 
manipulation (196, 2% or 5% of total assets) is included for the chosen firm-quarters. When manipulation occurs using 
revenues, the specified level of manipulation is added to both the Arev, and to accruals (acc) in the models. For expense 
manipulation, only the accruals (acc,) level is increased by the level of manipulation. 


ES 
Tr 
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Table 9 
Descriptive statistics on abnormal acccruals and squared abnormal accruals classified by fiscal quarter 


Panel А: Abnormal accruals 
Jones model CFO model 


Quarter 1 Quarter 2 Quarter 3 Quarter 4 Quarter 1 Quarter 2 Quarter 3 Quarter 4 


0.002 0.003 0.001 —0.001 0.003 0.004 0.000 0.002 
0.096 0.088 0.086 0.103 0.090 0.082 0.062 0.085 
0.55 1.17 0.27 — 0.43 0.96 1.42 —0.16 0.74 
0.028 0.028 0.023 0-.028 0.022 0.018 0.017 0.025 
0.001 0002 —0.002  —0.002 0.005 0.004 0.003 0.003 
-0029 —0.022 —0.026 —0.035  —0.012 —0.009 —0.00 —0.018 


Меап 
Std Dev 
t-statistic 


0.51 0.52 0.48 
0.66 0.18 0.25 


Proportion > 0 
Sign test 


Panel B: Squared abnormal accruals 


Jones model 


0.55 
<0.01 


0.58 
<0.01 


0.57 
«0.01 


0.48 
0.20 


_ 0.59 
«0.01 


CFO model 


Quarter 1 Quarter 2 Quarter 3 Quarter 4 Quarter 1 Quarter 2 Quarter 3 Quarter 4 


0.74 
0.06 
0.29 
0.06 
0.01 


0.92 
0.06 
0.44 
0.08 
0.02 


0.77 
0.04 
0.29 
0.06 
0.01 


Mean* 

Std Dev 
Quartile 3* 
Median* 
Quartile 1* 


0.73 
0.05 
0.23 
0.05 
0.01 


0.67 
0.11 
0.09 
0.02 
0.00 


0.38 
0.04 
0.08 
0.02 
0.00 


1.07 
0.06 
0.44 
0.10 
0.01 


0.80 
0.05 
0.16 
0.03 
0.01 


Panel C: Differences in squared abnormal accruals between the fourth quarter and interim quarters 


Jones model 


CFO model 


Qtr 4- Qtr 1. Qtr 4- Qtr 2 Qtr 4- Qtr 3 Qtr 4- Qtr 1 Qtr 4- Qtr 2 Qtr 4- Qtr 3 


0.30 
0.07 
0.23 
0.011 
— 0.09 
0.56 
«0.01 


Меап* 

Std Dev 
Quartile 3* 
Median* 
Quartile 1* 
РгорогНоп> 0 
Sign test 


0.15 
0.08 
0.16 
0.000 
—0.16 
0.49 
0.85 


*Coefficient*100 


0.35 
0.06 
0.14 
0.009 
—0.01 
0.60 
<0.01 


0.33 
0.08 
0.23 
0.009 
— 0.07 
0.55 
<0.01 


— 0.08 
0.07 
0.09 
0.002 

— 0.04 
0.52 
0.03 


0.06 
0.12 
0.13 
0.008 
— 0.02 
0.59 
<0.01 


The sample for this table consists of 1,000 accruals randomly selected firm-years. Observations are included in 
the sample for a given firm-year only if data is available to estimate abnormal accruals of all quarters in that 


year. 








tunities may be posited as to why abnormal accru- 
als might be expected to vary across quarters. Our 
purpose is not to distinguish among these alter- 
native explanations but rather to examine the 
methodological differences across quarters, if any. 
In so doing, we may: be able to glean some insight 
or at least speculate as to the validity of the 
various arguments related to earnings 
management. 

From Panel A of Table 9, we observe that the 
mean abnormal accruals are insignificantly differ- 
ent from zero in all the quarters for both the Jones 
and the CFO models. This suggests that the mod- 


els are well specified for all the quarters. This find- 
ing may appear to be inconsistent with the bad 
news deferral argument of Mendenhall and Nich- 
ols (1988), which suggests that the discretionary 
accruals might be positive in interim quarters and 
negative in fourth quarters. However, it should be 
noted that the cross-sectional models are unlikely 
to detect the bad news deferral if such deferral is 
correlated across several firms within the industry. 
More importantly, the results suggest that the 
models are well specified for tests of event-specific 
earnings management. Further, the median of ab- 
normal accruals from the CFO model is signifi- 
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cantly positive in all four quarters. This, con- 
sidered in conjunction with a mean near zero, 
suggests that those firms that report negative ab- 
normal accruals may report larger (in absolute 
value) accruals than those firms which report posi- 
tive abnormal accruals. This evidence is consistent 
with a 'big bath' argument, as it suggests that 
when discretionary accruals are negative (income 
decreasing), they tend to be relatively large. Firms 
may choose to cluster a number of negative items 
(write-offs, charges, etc.) into one period in the 
hope of improving future income. For both the 
Jones and the CFO models, the proportions of ab- 
normal accruals greater than zero are lowest in the 
fourth quarter. 

From Panel B of Table 9, we observe that the 
mean and the median squared abnormal accruals 
for both the Jones and the CFO models tend to 
be higher in the fourth quarter than in all other 
quarters. Moreover, from Panel C we find that the 
median squared abnormal accruals from the CFO 
model is significantly greater in the fourth quarter 
than in any of the interim quarters. Similar re- 
sults are obtained for the Jones model from com- 
paring abnormal accruals in the fourth quarter 
with the abnormal accruals in the second and tbe 
third quarters. However, the median squared ab- 
normal accruals for the fourth quarter estimated 
using the Jones model is not significantly different 
from that of the first quarter, possibly due to the 
greater noise in estimates of abnormal accruals 
from the Jones model. 

The larger squared abnormal accruals in the 
fourth quarters suggest that the incentives of man- 
agers to achieve target year-end earnings or the 
added noise in fourth quarter accruals from cor- 
recting interim reports' estimates dominate the 
greater opportunities available for earnings 
management in interim quarters. The existence of 
more pronounced target-driven earnings manage- 
ment in the fourth quarter, despite the audited na- 
ture of the annual report, has the potential to ex- 
plain both the greater discretionary accruals and 
the differential stock response documented by 
Kross and Schroeder (1990) relative to interim 
periods. 

Regardless of which of the three reasons posited 
for differences across quarters (or which combina- 
tion of the three) is operative, the larger squared 
abnormal accruals in the fourth quarters suggest 
that tests of event-specific earnings management 
may be less powerful in these quarters than in in- 
terim quarters. The extent of noise, or manipula- 
tion, in fourth quarters will also lower the power 
of tests using annual data in detecting earnings 
management around specific events. 





12 We do not report the t-statistics for squared abnormal 
accruals as these are not normally distributed. 


317 


3.6. Time-series models 

To estimate the parameters of the time-series 
models, we required each estimation sample to 
have at least 10 observations from the period prior 
to the event period (admittedly an arbitrary cut- 
off). The lower number of observations used in 
time-series models reflects the limited availability 
of observations in the time-series samples and in- 
troduces a significant limitation of this analysis.” 
Hence we do not present these results but sum- 
marise them briefly. Tables are available upon re- 
quest from the authors. 

When we estimated the parameters of the time- 
series Jones model for 1,000 firm-years, we found 
the intercept term to be positive on average, as 
were the mean and the median coefficients for 
Arev, The average coefficient on the gppe, was 
negative, as expected since gppe, is included in the 
regressions to capture depreciation expense, a neg- 
ative accrual. However, none of the coefficients 
were significant for the average regression. Fur- 
ther, the standard errors for intercept and gppe, 
coefficients were very high relative to their mean 
and median coefficient values. Results for the time- 
series CFO model were similar, with the exceptions 
that the median coefficient for drev, was signifi- 
cant for the time-series CFO model. Further, as 
expected, the median coefficient on cfo, was 
significantly negative.'4 

When we estimated the incidence of type I errors 
for 200 randomly selected samples with 100 firm- 
periods in each sample, we found that the observed 
rejection frequencies were significantly different 
from zero at the 5% significance level for both the 
time-series Jones model and the CFO model. Both 
the models provided mean abnormal accruals that 
were significantly negative more often than would 
occur by chance. Finally, in contrast to the cross- 
sectional Jones model, the standard errors for all 
the parameters are relatively large, indicating 
greater imprecision in the parameter estimates.!? 

Since this evidence, taken as a whole, could be 
interpreted in one of two ways (either as model 


13 Since the data requirements for time-series models differ 
from the data requirements for cross-sectional models, the sam- 
ple firm-periods used in analyses of cross-sectional models dif- 
fer from the sample firm-periods used in analyses of time-series 
models. Also, the samples vary for a given model and a given 
sample depending on whether annual or quarterly data are used 
in the analysis. 

14 For the time-series CFO model, we include the level of 
cash from operations as an explanatory variable without the 
indicator variables that sorted firms into cash flow quintiles in 
our cross-sectional CFO model. 

15 Ope possible explanation for the imprecision of our time- 
series parameter estimates is that we use only pre-event data in 
our time-series regressions, as we are replicating studies of ac- 
tual earnings management. Dechow et al. (1995), in contrast, 
regressed accruals on specific variables both before and after 
an artificially chosen event year. This difference may cause our 
time-series estimates to be less precise than those of Dechow et 
al. 
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misspecification or as the result of imprecise pa- 
rameter estimates yielding unreliable estimates of 
abnormal accruals), we do not dwell on the time- 
series results. Instead, we summarise them mainly 
as a contrast to the cross-sectional analysis pre- 
sented previously. The above discussion suggests 
that time-series models may provide unreliable es- 
timates of abnormal accruals when the number of 
observations used in estimating the parameters is 
small (as in the case of annual data). However, 
increasing the number of observations in the esti- 
mation sample raises the issue of survivorship bias. 
Further, as noted by Jones (1991), increasing the 
number of observations also raises the question of 
possible structural changes in the models. Hence, 
increasing the size of the estimation sample in- 
volves a trade-off between non-stationarity of par- 
ameters and survivorship bias on the one hand and 
precision of the parameter estimates on the other. 

In summary, based on our analyses presented in 
the preceding sections, the cross-sectional estima- 
tion of the Jones and the CFO models produces 
results consistent with an argument that the mod- 
els are well specified for randomly chosen firms, 
while the time-series estimation does not. How- 
ever, this comparison is tempered by the limited 
availability of observations in the time-series sam- 
ples. Finally, our findings with regard to time- 
series estimation are largely consistent with the 
concerns raised by Guay, Kothari and Watts 


(1996). 


6. Conclusion 


Since earnings management studies depend criti- 
cally on having unbiased and precise estimates of 
abnormal accruals, we examine the specification 
and statistical power of cross-sectional models of 
expected accruals. We also introduce and test a 
new model that controls for the level of cash flows. 
Cross-sectional models, though not true substi- 
tutes for time-series models, can be highly useful 
to researchers examining event-specific earnings 
management; as they provide industry-relative 
measures of abnormal accruals. This paper ex- 
amines the cross-sectional Jones model and eval- 
uates the performance of this model relative to 
that of the CFO model, which is an extension of 
the Jones model. 

Because our focus is on the methodology used 
in detecting event-specific earnings management, 
we do not test the performance of the models in 
detecting non-event-specific earnings management. 
For example, our CFO model would be appropri- 
ate to apply to studies investigating earnings 
management around import relief investigations or 
seasoned equity offerings, though not necessarily 
to studies investigating income smoothing or max- 
imisation of managers' compensation over time. 
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Using a simulation analysis technique similar to 
that performed by Brown and Warner (1985), we 
show that the cross-sectional Jones model and 
CFO model are well specified for randomly chosen 
firms. However, the Jones model yields system- 
atically positive (negative) estimates of abnormal 
accruals for firms with cash flows below (above) 
their industry median. This finding demonstrates 
that the misspecification of the Jones model re- 
ported by Dechow et al. (1995) is not limited to 
firms with extreme performances. In contrast to 
the Jones model, the CFO model is shown to be 
well specified for all cash flow levels. Further, the 
CFO model has greater power in detecting earn- 
ings management, particularly at lower levels of 
earnings manipulation. 

We also examine the impact of differences in 
managerial incentives and abilities across fiscal 
quarters on the power of accrual models in det- 
ecting earnings management. For a random sam- 
ple of firms, we show that squared abnormal re- 
turns are greater in the fourth quarter than in 
interim quarters, consistent with an argument that 
managers exhibit the greatest evidence of earnings 
management in the last quarter of a fiscal year. 
This is the quarter in which managers have the 
greatest incentives to achieve specified target levels 
of earnings. The difference observed may also be 
argued to be consistent with a settling up of in- 
terim errors or misestimates. In either case, how- 
ever, the greater level of noise or manipulation in 
fourth quarters for reasons unrelated to a firm spe- 
сс event suggests that estimates of abnormal ac- 
cruals based on annual or fourth quarter data are 
likely to be particularly troublesome for earnings- 
based event studies. This finding supports the use 
of interim data in examining earnings management 
issues whenever feasible. | 
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Share price anticipation of earnings and 
management's discussion of operations and 


financing 


Thomas Schleicher and Martin Walker* 


Abstract—This paper combines research on the measurement of disclosure quality and the measurement of share 
price anticipation of earnings to produce a new test of the usefulness of the information disclosed in management 
discussions of operations and financing for predicting future earnings. Market-Based Accounting Research has 
shown that earnings changes are anticipated and impounded in prices well before the financial year for which 
earnings are reported. This price anticipation leads to downward biased earnings response coefficients (ЕК Сз) in 
the commonly estimated regression model of returns on contemporaneous earnings changes. We exploit predictable 
differences in the biasedness of the ERC estimate across firm-years to test the hypothesis that share prices are better 
informed: when the annual report contains a detailed discussion of the firm's operations and financing, Our results 
suggest that such voluntary disclosure may have been useful in predicting future earnings changes. The effect would 
appear to be strongest (1) in models that examine one-period-ahead and two-period-ahead share price anticipation 
and (2) when we employ a disclosure index that captures forward-looking information. 


1. Introduction 


This paper presents a new method for assessing the 
predictive value of the various discretionary dis- 
closures firms make in their management discus- 
sions of operations and financing. This approach 
allows us to assess whether such disclosures lead 
to improved market forecasts of future earnings. 
A method for assessing the predictive value of 
management disclosures is important from the 
point of view of accounting policy making and fi- 
nancial disclosure regulation. Policy making in 
these areas needs to be guided by evidence of the 
effects of the imposition of increasingly stringent 
disclosure requirements. To the extent that such 
requirements are premised on the predictive value 
of such disclosures, the method presented in this 
paper provides a basis for testing this premise. 
The present study was, in part, inspired by the 
Accounting Standards Board's (ASB) issuance of 
a statement on the ‘Operating and Financial Re- 
view (OFR) in July 1993. This was the first time 
that the ASB had released a statement dealing with 


*The authors would like to thank Ian Garrett, Len Skerratt, 
Norman Strong, Stuart Turley, the editor (Ken Peasnell) and 
two anonymous referees for helpful comments on this research. 
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spondence should be addressed to Mr T. Schleicher, Manches- 
ter School of Accounting & Finance, University of Manchester, 
Crawford House, Precinct Centre, Oxford Road, Manchester 
MI3 9PL. The final version of the paper was accepted in Jan- 
uary 1999. 


the mainly qualitative discussion section of the an- 
nual report. The statement was also different from 
previous announcements in that it was not an ас- 
counting standard but rather a codification of best 
practice. Accordingly, its adoption is voluntary. 
The statement recommends the inclusion of a pri- 
marily narrative analysis that discusses the main 
factors underlying the firm's operations and finan- 
cial performance. The aim of such an analysis is 
to provide the reader with a better understanding 
of the nature of the business, its environment and 
the risks it faces. It is believed that such a discus- 
sion leads to a more accurate evaluation of the 
firm's prospects. This idea is explicitly stated in the 
introduction to the OFR statement: ‘It [the ОЕК] 
would therefore give the users of the annual report 
a more consistent foundation on which to make 
investment decisions regarding the company’ 
(ASB, 1993). 

Little empirical evidence, however, has been 
produced to date that could support such a claim. 
The only notable exception is a recent study in the 
context of the US equivalent of the OFR, the 
Management Discussion and Analysis (MD&A) 
section of the annual report. Botosan (1997) finds 
higher levels of voluntary disclosure reduce the 
cost of equity capital for firms with low analyst 
following. She argues that the inverse relation is a 
result of either lower estimation risk on the part 
of investors or lower transactions costs due to bet- 
ter informed market participants. 
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This paper approaches the question from a dif- 
ferent angle. It seeks to test directly whether in- 
creased discretionary disclosure levels in the pub- 
lished annual report result in a better informed 
stock market. Better informed is interpreted here 
as referring to the ability of the market to antici- 
pate earnings changes. 

To measure the extent to which share prices 
anticipate earnings we exploit the theoretical 
framework established by Kothari (1992) and Do- 
nelly and Walker (1995) to investigate the associa- 
tion between a measure of the firm's disclosure 
quality and the extent to which share prices antici- 
pate earnings changes. 

The quality of discretionary disclosures is 
measured by a disclosure index. This tool has been 
widely used in prior research to determine factors 
that influence the corporate supply of voluntary 
information (e.g. Firth, 1979, Cooke, 1992, Wal- 
lace, Naser and Mora, 1994). In the present paper 
three different discretionary disclosure indices are 
constructed and tested for their usefulness in pre- 
dicting future earnings changes: (1) the disclosure 
index ‘Operating and Financial Review’ (DOFR) 
reflects management’s discussion of aspects that 
relate to the financial year under review, (2) the 
index ‘Operating and Financial Projections’ 
(DOFP) captures information on factors that are 
expected to affect future financial years and (3) the 
index ‘Segmental Information’ (DSEG) measures 
the comprehensiveness of the analysis. 

A novel feature of this paper is that it relates 
disclosure indices, as measures of disclosure qual- 
ity, to a stock return-based measure of the predic- 
tive ability of the market. 

The remainder of the paper is organised as fol- 
lows. The share price anticipation literature is re- 
viewed in the next section. Section three explains 
the construction of the disclosure indices and jus- 
tifies our operational definitions. Empirical models 
are presented in section four. Section five describes 
the sample selection procedures, defines our vari- 
ables and reports descriptive statistics. Section six 
presents and discusses our results. Robustness tests 
are also described here. The final section concludes 
and indicates lines for further research. 


2. Share price anticipation literature 


Beaver, Lambert and Morse (1980) and Beaver, 
Lambert and Ryan (1987) presented the first 
systematic evidence of prices containing a richer 
information set than the past time series of earn- 
ings. They show that prices can be used to extract 
information not included in the past history of 
earnings when accounting earnings contain value- 
irrelevant noise. 

Subsequent studies, however, have focused more 
on the lack of timeliness of earnings in capturing 
value-relevant events as an explanation for prices 
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leading earnings. Kothari and Sloan (1992) and 
Donnelly and Walker (1995), for example, have 
shown that prices incorporate value-relevant 
events up to four years earlier than earnings. The 
lagged response of earnings is ascribed to (1) cer- 
tain accounting conventions like objectivity, con- 
servatism and verifiability which prevent earnings 
from reflecting value-relevant events on a timely 
basis and (2) the aggregation of daily/weekly/ 
monthly/quarterly earnings into annual earnings. 

Several studies have investigated analytically 
how earnings’ lack of timeliness affects the statis- 
tical performance of the commonly estimated re- 
gression model of returns on current year’s earn- 
ings change deflated by beginning-of-period price. 
This return-earnings specification can be written 
formally as (e.g. Christie 1987): 


+b (Х,-Х,..,) të 


1-1 


R,=a ; (1) 


where R, is the (unexpected) return on equity in 
period t, X, is the firm's earnings per share in 
period t, Р,, is the share price at the beginning of 
period t, e, is a disturbance term, and a and b are 
the regression parameters to be estimated; b is usu- 
ally referred to as the earnings response coefficient. 

Kothari (1992) has shown that share price an- 
ticipation of earnings leads to downward biased 
earnings response coefficient estimates for model 
(1). This bias is greater for firm-years which have 
a relatively large proportion of their earnings 
change predicted in earlier periods. Donnelly and 
Walker (1995), in extending Kothari's argument, 
pointed out that cross-firm variations in the ERC 
estimates produced by model (1) can be exploited 
to measure differences in the extent to which prices 
lead earnings. The following sections provide a 
formal summary of these arguments. 

Following Kothari (1992) and Donnelly and 
Walker (1995) we assume: 

(i) а 100% dividend payout 

(ii) a constant cost of capital, r 

(iii) reported earnings follow a random walk 


X,-X,-,7x,*Lx, Q) 
where Lx, is a shock observed in period t-1 and 
x, is a shock observed in period t; these two 
terms are assumed to be uncorrelated white 
noise random variables with constant variances 





! Further evidence is presented in Collins, Kothari and Ray- 
burn (1987) and Kothari and Zimmerman (1995). Collins et al. 
(1994) investigate the relative importance of noise and lack of 
timeliness for the low explanatory power of the contempora- 
neous return-earnings relation. More recently, Basu (1997) has 
shown that positive news are reflected in earnings on a less 
timely basis than negative news. 
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(iv) the ex-div price per share at time point t 
equals the discounted present value of future 
dividends. 

The above assumptions imply the following ex- 

act expression for the (ex-div) share price at time 
t: 


1 1 
P,=57E, (Сул A + Lx) (3) 


From (3) one can derive the following expression: 


РВ, <E X,-X,i + 
Р, А P,- 
1 Lx, MN 1 Lx, 
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(4) 


Equation (4) implies that deflated price change will 
be exactly equal to //r times the deflated earnings 
change only if the variance of Lx, is zero. In this 
case a regression of deflated price changes on de- 
flated earnings changes would yield a perfect fit 
and an unbiased estimate of the true earnings 
response coefficient, i.e. //r. 

If Lx, has a strictly positive variance then the 
third and fourth terms in (4), which are not ob- 
servable by the researcher, will introduce noise 
into the regression. Moreover, the resultant re- 
gression estimate of //r is biased downwards, be- 
cause the term Lx, is positively correlated with X,- 
X, ,. The term Lx,,,/P, , also introduces nosie into 
the model, but it is not troublesome with regard 
to biasing the estimate of the earnings response 
coefficient, because it is not correlated with the 
current change in earnings. 

The important general point that emerges from 
(4) is that the ERC estimate produced by regress- 
ing the price relative, P,/P,, on the deflated earn- 
ings change is downward biased if and only if 
share prices anticipate earnings. The research de- 
sign of this paper exploits this theoretical result by 
allowing the ERC estimate to vary with the quality 
of financial disclosure. If higher quality financial 
disclosure enables the market to better anticipate 
future earnings then, in a panel of firms with equal 
costs of equity capital, the estimated ERC should 
be negatively related to the level of disclosure. 3 


2 This representation of share price anticipation, which as- 
sumes the market can partially anticipate permanent shocks, 
differs from the Beaver, Lambert and Morse representation, 
which assumes that earnings contain value-irrelevant noise 
which is observed by the market. We have not attempted to 
construct a general model which would allow for both types of 
phenomenon. 

3 The discussion so far has ignored differences in true ERCs 
across firms or over time. This point will be addressed below. 
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3. Disclosure quality 


The aim of our study is to examine the association 
between prices leading earnings and the quality of 
management’s discussion of operational and finan- 
cial aspects. To measure the disclosure quality in 
this part of the annual report, we construct three 
different disclosure indices. Two indices, Operat- 
ing and Financial Review (DOFR) and Operating 
and Financial Projections (DOFP), contain similar 
items, but refer to different time periods. Items in 
DOFR capture the discussion of aspects that relate 
predominantly to the year under review. In con- 
trast, items in DOFP report on known events after 
the year-end or comment on trends and uncertain- 
ties that are expected to prevail in future financial 
years. The third index, Segmental Reporting 
(DSEG), measures the comprehensiveness of the 
discussion, a feature that has been largely ne- 
glected (or assumed away) in previous disclosure 
studies. Companies score here only if they supply 
a certain piece of information for the majority of 
segments. The following subsections discuss briefly 
the four steps involved. in constructing the disclo- 
sure indices. Further details are contained in 
Schleicher (1996). 

Item selection. Several sources have been con- 
sulted in the process of selecting the items. The 
most important source was the detailed guidance 
section included in the ASB statement 'Operating 
and Financial Review'. Where applicable, we have 
included the recommended items in both the back- 
ward-looking (DOFR) and the forward-looking 
(DOFP) index. Further guidance on the relevance 
of individual items was provided by “The Corpo- 
rate Report' (ASSC, 1975), *Making Corporate 
Reports Valuable’ (ICAS, 1988) and previous an- 
nual report disclosure studies.* The reason for con- 
structing a separate forward-looking index is that 
we expect a discussion of future-orientated aspects 
to be particularly useful in predicting future earn- 
ings changes. The questionnaire results in Weet- 
man, Collins and Davie (1994) clearly support 
such a view. 

The composition of our indices is exemplified in 
Table 1 which shows the 82 items in the index 
DOFR. Companies usually provide information 
for the group as a whole and in relation to indivi- 
dual segments. Accordingly, we introduce separate 
items for each aggregation level. For information 
on individual segments we have introduced two 
items depending on the comprehensiveness of the 
given disclosure. The company scores under “some 
divisions/areas' if it reveals the information for at 
least one of its segments. If the respective informa- 
tion is disclosed for a majority of the segments 
mentioned in its discussion section, then an addi- 


4 See e.g, Cerf (1961), Singhvi and Desai (1971), Buzby 
(1974), Chandra (1974), Wallace (1988), Cooke (1989, 1992). 
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tional score is awarded under ‘all major divisions/ 
areas’. This additional item has been introduced to 
penalise those companies that give only selected 
information. But clearly, one cannot expect each 
item to be applicable in each division or area. А 
majority is therefore considered an appropriate 
compromise. 

We have also differentiated between prose and 
quantitative items. Qualitative and quantitative 
items are assessed separately, resulting in scores 
under both items only if numerical figures are sup- 
plemented with verbal explanations. 

The smaller number of items in the DOFP index 
(64 against 82) is largely a result of our decision 
not to differentiate between narrative and 
numerical items for some classes of information in 
this index. With hindsight, this decision has 
proved reasonable because the information was 
given in almost all cases only in narrative form. 

Scores awarded under 'all major divisions/areas' 
are counted once again to form the third index, 
Segmental Reporting (DSEG). DSEG measures 
the disclosure quality without assuming that quan- 
tity equals quality. Its construction can be re- 
garded as a test of an assumption underlying the 
first two indices. Most of the items in DSEG (32 
out of 34) are included in either DOFR ог DOFP.^ 

Weighting methodology. The disclosure indices 
constructed in this study are equally-weighted. 
Support for this weighting scheme can be found in 
previous disclosure studies which employ both an 
equally-weighted and an importance-weighted in- 
dex. They show that the disclosure index methodo- 
logy is insensitive to the choice of the weighting 
scheme. In none of the surveyed six cases did the 
choice between the two alternatives alter the re- 
search findings, and in most cases the differences 
in the measured disclosure levels are minimal.‘ 

Index aggregation and evaluation. A dichoto- 
mous scale has been chosen to evaluate the indivi- 
dual items. Ап item is regarded as disclosed or not 
disclosed, and accordingly a score of one or zero 
15 assigned to the company's scoring sheet. The 
aggregation model used in this study is additive. 
An additive model can be formally justified by as- 
suming, first, that the utilities of the different cri- 
teria are (at least) conditionally independent of 
each other and, second, that the metric scales used 
to measure the partial utilities of all criteria are 
identical. Clearly, these assumptions are quite 
strong and, to the extent that they are not satisfied, 
the power of our tests will be reduced, i.e. we are 
less likely to reject the null. 


5 The other two items are ‘new products and technologies— 
all major divisions/areas' and ‘current research and develop- 
ment—all major divisions/areas'. 

$ ее Choi (1973), Barrett (1977), Spero (1979), McNally and 
Hasseldine (1982), Robbins and Austin (1986) and Chow and 
Wong-Boren (1987). 
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In evaluating management's disclosure quality 
the following operational definitions apply: (1) 
Items are treated as being disclosed regardless of 
the section of the annual report in which tbe item 
is found. À similar assessment style is used in 
Weetman and Collins (1996) for their assessment 
of the firm's OFR. Accordingly, we have analysed 
the entire annual report. (2) The assumption with 
respect to relevance and materiality is that the se- 
lected items are generally relevant and material. 
Items for which the applicability criterion was 
questionable have been deleted from the list or 
have been combined with other related items in 
such a way that at least one aspect of this broader 
class was almost certain to be applicable. (3) In 
some cases different pieces of information are sub- 
sumed under the same item (e.g. ‘employment’ and 
‘trading deficit’? under ‘major macroeconomic var- 
iables’). If the company provides information on 
several of those aspects but of different quality, 
then the piece of information with the highest 
quality is taken into account. (4) The financial 
year-end is the borderline to divide past from fu- 
ture information. Information on events that oc- 
curred after the year-end but before the statements 
were approved by the board of directors are in- 
cluded in the forward-looking index DOFP. 


4. Empirical models 


Our study investigates the economic consequences 
of both cross-sectional and intertemporal varia- 
tions in the disclosure quality. Focusing also on 
variations over time enables us to make predic- 
tions of how within-firm changes in the disclosure 
quality affect the extent to which prices lead earn- 
ings. Such an interpretation of the regression re- 
sults is generally not possible with a research de- 
sign that uses a cross-section only. Therefore, we 
have analysed eleven annual reports over a 22-year 
period for each of the 20 selected firms. 

The first set of results is based on the following 
specification: 


Р.Р, => (а, DV, + üdpoFR DVOFR,, + (5) 
t 


ароғр DVOFP,, + архьс DVSEG,, + 

>, (b, DV, (Ху — X, -,)IP,.)) + 

bporr DVOFR, (X4 — X,..,)/P, + 
бровр ОТОЕР, (Х„— X, .,)] P4, 
Бьяс DVSEG, (Xu X, .)I P4 t êu 


where the subscript i refers to firm i, DV, is a 
dummy variable for year t and DVOFR, (DVO- 
FP,, DVSEG,) is a dummy variable that differ- 


entiates between high and low disclosure quality in 
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Table 1 
Composition of index ‘Operating and Financial Review’ 


Discussion of firm’s result for the current year 
1. sales - group 
2. sales - some divisions/areas 
3. sales - all major divisions/areas 
4. profit - group 
5. profit - some divisions/areas 
6. profit - all major divisions/areas 
7. taxation 
Discussion of capital stracture & liquidity 
8. assets 
9. borrowings 
10. shareholders’ funds 
11. internal sources 
12. external sources 
Interest rate & foreign currency exposure 
13. exposure - prose 
14. exposure - financial 
15. managing exposure - prose 
16. managing exposure - financial 
Capital expenditure 
17. past - group - prose 
18. past - some divisions/areas - prose 
19. past - all major divisions/areas - prose 
20. past - group - financial 
21. past - some divisions/areas - financial 
22. past - all major divisions/areas - financial 
23. past - other - financial 
Major acquisitions and disposals 
24. past - prose 
25. past - financial 
26. past - breakdown of consideration - net assets 
27. past - breakdown of consideration - financing 
Customer information 
28. past - major customers/large contracts - prose 
29. past - major customers/large contracts - physical 
30. past - major customers/large contracts - financial 
31. sales by customers - some divisions/areas 
32. sales by customers - all major divisions/areas 
Volume statistics 
33. physical level of sales - some divisions/areas . 
34. physical level of sales - all major divisions/areas 
Major products 
35. some divisions/areas 
36. all major divisions/areas 
Capacity utilisation 
37. past - group - prose 
38. past - some divisions/areas - prose 
39. past - all major divisions/areas - prose 
40. past - group - quantitative 
41. past - some divisions/areas - quantitative 
42. past - all major divisions/areas - quantitative 
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Market share 

43. past - group - prose 

44. past - some divisions/areas - prose 

45. past - all major divisions/areas - prose 

46. past - group - quantitative 

47. past - some divisions/areas - quantitative 

48. past - all major divisions/areas - quantitative 

Selling prices 

49. past - group - prose 

50. past - some divisions/areas - prose 

51. past - all major divisions/areas - prose 

52. past - group - quantitative 

53. past - some divisions/areas - quantitative 

54. past - all major divisions/areas - quantitative 

Raw material prices 

55. past - group - prose 

56. past - some divisions/areas - prose 

57. past - all major divisions/areas - prose 

58. past - group - quantitative 

59. past - some divisions/areas - quantitative 

60. past - all major divisions/areas - quantitative 

Supply of raw materíals - sources 

61. past - group - prose 

62. past - some divisions/areas - prose 

63. past - all major divisions/areas - prose 

64. past - group - quantitative 

65. past - some divisions/areas - quantitative 

66. past - all major divisions/areas - quantitative 

Major macroeconomic variables 

67. past - national - prose 

68. past - other areas - prose 

69. past - national - quantitative 

70. past - other areas - quantitative 

Major industry trends 

71. past - group - prose 

72. past - some divisions/areas - prose 

73. past - all major divisions/areas - prose 

74. past - group - quantitative 

75. past - some divisions/areas - quantitative 

76. past - all major divisions/areas - quantitative 

Major warehouses, plants and properties { 
7. location 

78. age of plants etc. 

79. square metres of plants 

Other information 

80. political issues 

81. note on company's history 

82. organisation chart 








the part of the annual report covered by the index 
DOFR (DOFP, DSEG). High disclosure firm- 
years are given a value of one. Regression equa- 
tion (5) allows for time-varying intercepts and 
ЕВС. Support for this specification can be found 
in Collins and Kothari (1989), Board and Walker 
(1990) and Strong and Walker (1993). 


We have converted the disclosure scores into 
dummy variables for two reasons. Firstly, this re- 
cognises the problems associated with transform- 
ing an ordinal scale into an interval scale. Also, 
this reflects our belief that disclosing information 
only in some selected areas might not necessarily 
lead to a deeper understanding of the firm's posi- 
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tion. To be classified as a high disclosure firm-year, 
the annual report must consistently supply more 
information. Secondly, defining dummy variables 
facilitates the interpretation of the regression par- 
ameters which are of interest in our study (i.e. 
Брок) Snore and bpsgc).- шоо 

We estimate six variants of specification (5). 
These variants differ in the hypothesised time span 
between the publication of the annual report and 
the resulting impact on the ERC estimate. Con- 
sequently, we use different lags of the disclosure 
quality to define the disclosure dummy variables. 
The following definitions apply: 


• variant (1) contemporaneous disclosure 
quality 

® variant (2) one-period lagged disclosure 
quality 

e variant (3): two-period lagged disclosure 
quality 

e variant (4): three-period lagged disclosure 
quality 

e variant (5) four-period lagged disclosure 
quality 

e variant (6): five-period lagged disclosure 


quality. 


In the first variant the contemporaneous disclo- 
sure scores determine the dummy variables. How- 
ever, we would not expect lower ERC estimates 
for high disclosure firm-years in this model, and 
we include it only to show that results in sub- 
sequent models are not spurious. The reason for 
predicting no association is that annual reports are 
released in the first three to four months of the 
following financial year (ie. 1+1). Consequently, 
an informative discussion section in the annual re- 
port for period t cannot be helpful in predicting 
period t's earnings change. If the discussion is 
news to the market, then it will induce price revi- 
sions in period t+1 and the corresponding earnings 
change might occur in period {+1 or later. 

Another realistic scenario is that the firm's dis- 
cussion only summarises information that had al- 
ready been released in period t via other channels 
(e.g. press releases). In this case the return occurs 
in period t and the associated earnings change oc- 
curs either in period t or later. But again, no part 
of period t's earnings change is predicted as a re- 
sult of Ше annual report for period t. 

The second variant of (5) uses the one-period 
lagged disclosure quality to define the three disclo- 
sure dummy variables in period t. If the discussion 
is news to the market, then we would expect no 
significant parameters on the three interaction var- 
iables of interest. However, if the discussion is 
‘stale’, then we might observe a negative associa- 
tion. It should be noted that this second scenario 
also prevents us from unambiguously ascribing 
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any negative relationship to the 'annual report' 
medium itself. We estimate a further four variants 
of regression (5) by increasing the number of lags 
to five. This cut-off point has been chosen because 
previous research has shown that no significant 
share price anticipation occurs beyond t — 4.7 Con- 
sistent with previous empirical evidence we hy- 
pothesise the strongest relationship in variants (3) 
and (4) under the 'news' scenario and in models 
(2) and (3) under the ‘summary’ scenario. Such a 
result corresponds to one-period-ahead and two- 
period-ahead share price anticipation. In both 
cases any negative association should gradually 
level off as higher lags are used to define the dis- 
closure dummy variables. 

Specification (5) ignores differences in the true 
ERC between firms and over time. Collins and 
Kothari (1989) show that ERCS increase in earn- 
ings growth and persistence and decrease in inter- 
est rates and systematic risk. Hence, the absolute 
size of the ERC estimate might not be an appro- 
priate measure for prices leading earnings. To con- 
trol, at least in part, for such differences, we esti- 
mate a second set of models with the end-of-period 
market value included as a control for firm size. 
Kothari and Zimmerman (1995) argue that market 
values serve as a summary proxy for omitted var- 
iables in return-earnings specifications. In parti- 
cular, we expect the size variable to be positively 
correlated with persistence and negatively corre- 
lated with systematic risk. 


5. Sample selection, variable definition 
and descriptive statistics 


Sample selection. The present study is part of a 
larger research project concerned with the develop- 
ment of UK accounting between the mid 1960s 
and early 1990s. This project collected share price 
and accounting data for 94 firms that were quoted 
on the LSE from 1964 to 1993. This sample inev- 
itably involves some survivorship bias. 

From the 94 firms involved in the larger study, 
we selected 20 companies from the engineering and 
electronic and electrical equipment sectors. For 
these companies we constructed disclosure indices 
using the annual reports from 1975, and every 
other year thereafter up to 1993. A 1996 update 
was subsequently added to our sample. By that 
time two companies had been taken over and, for 
these, we included the latest available annual re- 


7 Also, increasing the number of lags steadily reduces the 
sample size. 
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ports for 1996 (03/95 and 04/96, respectively).? 
Thus our full sample contained data for 220 com- 
pany-years.? 

The size of the study sample was limited by the 


substantial costs involved in constructing the dis- - 


closure indices. Each company-year costs approxi- 
mately 0.5 man days. Because of the need to limit 
the sample size we decided to focus on a sample 
drawn from firms in related industrial sectors. In 
this way we hoped to produce a sample which was 
reasonably homogeneous except for differences in 
the level of disclosure, and firm size (which we con- 
trol for). 

Variable definition. We collected share price 
data, market values and earnings per share from 
Datastream. The earnings per share measure is 
Datastream item 183 which is item 182 'earnings 
for ordinary—full tax' divided by the number of 
Shares outstanding. However, until 1992 Data- 
stream reported a value of zero under item 183 if 
total earnings were negative. In this case we con- 
structed the EPS number by dividing item 182 by 
the appropriate number of shares (also provided 
by Datastream). Datastream adjusts share prices 
for subsequent rights/scrip issues. The price rela- 
tives P,/P, , are calculated over а 12-month 
period to the end of the financial year and are 
exclusive of dividends. This definition is consistent 
with our theoretical model, which assumes firms 
pay out all earnings as dividends. In practice firms 
do not pay out all earnings and so it could be ar- 
gued that we should have used stock returns in- 
stead of price relatives. We have no reason to be- 
lieve that the use of price relatives instead of stock 
returns could materially influence our main find- 
ings. The market values are collected at the end 


5 The participating companies are: ASTEC (BSR), Brooke 
Tool Engineering, BSG International (now Britax), Cohen (А) 
& Co, Delta, Eis Group, ERF (Holdings), Glynwed Inter- 
national, Hopkinsons (now Carbo), Howden, Johnson 
Matthey, Locker (T) Holdings, Morgan Crucible, Neepsend, 
Renold, Rubicon, Sterling Industries, Vickers, Wagon Indus- 
trial, Wellman. The number of firms in each of the three in- 
dustry sectors is 16 (engineering, general), two (engineering, 
vehicle) and two (electronic and electrical equipment). All se- 
lected firms have constant financial year-ends. Annual reports 
are allocated to the calendar year in which the majority of 
months fall. One advantage from not having a uniform finan- 
cial year is that any potential cross-sectional dependence prob- 
lems are mitigated (see footnote 12). 

9 The annual reports were obtained on microfiche from Com- 
panies House. 

10 Recall that we define the price relative for the financial 
year, and that our main independent variable is the CHANGE 
in earnings. The price relative differs from the stock return for 
the financial year because the return formula includes in the 
numerator any dividends paid during the year, i.e. the final 
dividend for the previous year plus the interim dividend for the 
current year. Our results will only be sensitive to the exclusion 
of dividends if the level of dividends (deflated by opening share 
price) is correlated with the deflated CHANGE in earnings. 
There is no reason to expect any such correlation. For sake of 
completeness we have calculated the level of correlation be- 
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of the financial year and are converted into frac- 
tional ranks. This is done separately for each year. 
The disclosure scores are transformed into dummy 
variables in two steps. We first subtract the mean 
value of the respective year from the disclosure 
score. The resulting deviations are then allocated 
to two categories. The high (above average) and 
low (below average) disclosure groups contain al- 
most the same number of observations. 

Descriptive statistics. The descriptive statistics 
for all six variants are included in Table 2. It 
should be noted that share prices, earnings per 
share and market values in variants (3) and (5) are, 
apart from year 1995, a sub-sample of variant (1). 
Similarly, except for 1996, all data in variants (4) 
and (6) are included in variant (2). It is clear that 
the odd years outperformed the even years in 
terms of capital gains and earnings growth. The 
distribution of real market values indicates that 
there is substantial variation in firm size within our 
sample. The upward trend in disclosure scores 
over time results in lower mean values when the 
most recent years are excluded from the 
regression.!! 

One might be concerned with a panel data ap- 
proach in the context of an annual report disclo- 
sure study because disclosure scores in successive 
years are not independent of each other. Table 3 
reports for each of the 20 sample companies the 
number of high disclosure firm-years. We observe 
some variation for the indices DOFR and DSEG. 
However, there is substantial variation for the for- 
ward-looking index DOFP. Only two firms have 
the same classification in 10 years or more. 


6. Results and discussion 


Table 4 contains the results for the first set of mod- 
els. For comparison we also include the coeffi- 
cients for the corresponding regressions without 
disclosure dummy variables. We only report the 
average values of time-varying intercepts and 
ERCs. The brackets contain heteroskedasticity- 
consistent standard errors.? 


tween the annual price relatives and the annual returns for the 
423 company-years for which we had easy access to LSPD re- 
turns. The result was a Pearson correlation of 0.977. 

1! For а discussion of the developments in reporting practice 
over time see Schleicher (1996, 1998). Using all 220 observa- 
tions, the Pearson correlation coefficients are 0.553 (DOFR/ 
DOFP), 0.845 (DOFR/DSEG) and 0.665 (DOFP/DSEG). All 
correlation coefficients are significant at 0.000. The dummy var- 
iables are also significantly (and positively) related. 

12 Bernard (1987) points out that cross-sectional dependence 
in this type of regression can lead to biases in the OLS standard 
errors. To check against this we calculate the correlation of the 
residuals for each pair of companies. For all regressions in Та- 
bles 4 and 5 the 190 correlations were symmetrically distributed 
around the means. The 24 mean (median) values lie between 
— 0.051 and —0.039 (— 0.090 and — 0.019). 
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Table 2 
Descriptive statistics 


Percentile 
Variable Period Obs. Mean 


Panel A: Contemporaneous disclosure quality 

PLP, 1975-96 220 1.257 0.408 
(Хаг X, NB, 1975-96 220 0.064 —0.269 
MV 1975-96 220 105.6 1.5 
DOFR 1975-96 220 0.201 0.024 
DOFP 1975-96 220 0.137 0.016 
DSEG 1975-96 220 0.105 0.000 


Panel B: One-period lagged disclosure quality 

PJP,.., 1976-94 200 1106 0277 

(Ka X, VP. 1976-94 200 0.002 —0.684 
1976-94 200 969 1.2 

DOFR 1975-93 200 0.191 0.024 

DOFP 1975-93 200 0.133 0.016 

DSEG 1975-93 200 0.098 0.000 


Panel C: Two-period lagged disclosure quality 
“Р, 1977-95 199 1.209 0.398 
(Xr — X, P. 1977-95 199 0.072 — 0.269 
MV 1977-95 199 1102 1.5 
DOFR 1975-93 199 0.191 0.024 
DOFP 1975-93 199 0.133 0.016 
DSEG 1975-93 199 0.098 0.000 


Panel D: Three-period lagged disclosure quality 
1978-96 198 1108 0.272 


PP, 

(X, Хоја 1978-96 198  —0.012 —0.760 

MV 1978-96 198 1123 12 

DOFR 1975-93 198 0191 0.024 

DOFP 1975-93 198 0.132 0.016 

DSEG 1975-93 198 0.098 0.00 0. | 0.324 


Panel E: Four-period lagged disclosure quality 

PP,., 1979-95 179 1.179 0.398 р : 3 3.440 
(X, — Хуба 1979-95 179 0.077 — 0.269 А . у 1.161 
МУ 1979-95 179 115.7 1.6 : : . 803.1 
DOFR 1975-91 179 0.185 0.024 : 3 . 0.415 
DOFP 1975-91 179 0.131 0.016 : ; .172 0.359 
DSEG | 1975-91 179 0.094 0.000 ; : : 0.297 


Panel F: Five-period lagged disclosure quality 

PJP,., 1980-96 178 1.089 0.272 ў : : 2.979 
(Х,-Х,.УР,., 1980-96 178  —0.013 —0.760 : j : 0.401 
MV 1980-96 178 118.0 12 . А . 681.2 
DOFR 1975-91 178 0.185 0.024 ; ; à 0.415 
DOFP 1975-91 178 0.131 0.016 | : ; 0.360 
DSEG 1975-91 178 0.094 0.000 | : . 0.297 


The different sets of statistics relate to the six variants of specification (5). The price relatives (РА Ру) are 
calculated over а 12-month period to the end of the financial year and are exclusive of dividends. Earnings 
per share (Ж) are after-tax earnings for ordinary shareholders as adjusted by Datastream (item 183). End-of- 
period market values (MV) are deflated by the retail price index (1987 — 100). The disclosure index *Operating 
and Financial Review' (DOFR) reflects management's discussion of aspects that relate to the financial year 
under review. DOFP (‘Operating and Financial Projections’) captures information on factors that are 
expected to affect future financial years. The index ‘Segmental Information’ (DSEG) measures the 
comprehensiveness of the analysis. — ' 
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Table 3 
Firm's variation in disclosure quality over time 


No of years Classified as 


high disclosure firm DVOFR 


3 


0 
1 
2 
3 
4 
5 
6 
7 
8 
9 
0 
1 


1 
1 
6 


ar 





based on 11 observations between 1975 and 1996. 


The results for the two indices DOFR (back- 
ward looking) and DSEG (segmental disclosures) 
partly support our predictions. For bporg we find 
a significantly negative coefficient of — 0.988 in 
model variant (4). However, we also observe 
significantly positive coefficients in models (2) and 
(6). In variant (6) we expected a gradual levelling 
off of any negative association. Also, the signs of 
the coefficients for „орь generally do not move in 
the predicted direction as higher lags are used to 
determine the dummy variables. This observation 
is also true for брско The results for the forward- 
looking index DOFP, however, are more encour- 
aging. We predicted the strongest results for this 
index because of the future-orientated nature of 
investments. It is also the index which we feel most 
confident about as a result of the significant vari- 
ation in disclosure quality over time. Consistent 
with the ‘news’ scenario we find negative coeffi- 
cients for бројр in models (3) and (4). The coeffi- 
cient of — 1.340 in model (4) is significant at the 
10% level and the estimate in variant (3) is ‘almost’ 
significant (t-value of — 1.481). 

Banz (1981) shows that larger companies tend 
to have lower systematic risk. Donnelly and Wal- 
ker (1995) provide evidence that firm size and 
earnings persistence are positively correlated for 
UK firms. We would therefore expect a positive 
association between market values and ‘true’ earn- 
ings response coefficients. This correlation results 
in an underestimation of prices leading earnings in 
Table 4 if market values are also positively related 
to the disclosure quality. In line with previous re- 
search we find significantly positive correlations 
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DVOFR, DVOFP and DVSEG аге dummy variables that differentiate between high and low disclosure 
quality in the part of the annual report covered by the disclosure indices DOFR ("Operating and Financial 
Review’), DOFP (‘Operating and Financial Projections’) and DSEG (‘Segmental Information’). The table 
reports for each of the 20 selected companies the number of high disclosure firm-years. This classification is 





for all three indices. The problem is most serious 
for the indices DOFR and DSEG.” 

Table 5 includes end-of-period market values 
both as a separate variable and interacted with 
(Х,-Х,.УР,..,. The coefficients on the interac- 
tion variable, МУ, ук ДХ Ру), are positive and 
significant in four variants. The estimates on the 
interacted disclosure dummies are now generally 
lower. As hypothesised, we obtain no significant 
coefficient for дрон Oporp and Ррвес in model (1). 
When we use the one-period lagged disclosure 
quality, the estimate of — 0.542 for bys. is signifi- 
cant at the 10% level and has the predicted sign. 
Again, we obtain the strongest results in models 
(3) and (4). All three significant coefficients are 
negative. To illustrate the economic significance of 
our results, assume that the average ERC is be- 
tween 6 and 7. The coefficient of — 2.035 for bporp 
in model (3) then means that an informative dis- 
cussion of future-orientated aspects in the annual 
report for period t-2 leads, on average, to one third 
of the earnings change in period t being anticip- 
ated in t-1. 


13 Using all annual reports between 1975 and 1996, the Pear- 
son correlation coefficients between the real market value and 
the disclosure index values are 0.634 (DOFR), 0.247 (DOFP) 
and 0.555 (DSEG). The corresponding values between the real 
market value and the standardised (i.e. mean corrected) disclo- 
sure scores are 0.572 (DOFR), 0.191 (DOFP) and 0.482 
(DSEG). Finally, the correlation coefficients between the 
ranked (nominal) market value and the disclosure dummy var- 
iables аге 0.648 (DVOFR), 0.288 (DVOFP) and 0.531 
(DVSEG). All coefficients are significant at levels between 
0.005 and 0.000. 
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The results in Table 5 generally support the pre- 
dictions made earlier. All but one of the significant 
coefficients are negative and we obtain the strong- 
est results for the forward-looking index DOFP. 
However, the significantly negative estimates for 
Брок» and bpggg in model (6) are surprising, since 
previous research has shown that share price an- 
ticipation in period t-4 is minimal (e.g. Kothari 
and Sloan, 1992). Moreover, the highly significant 
estimate of 2.482 for Брок is not in line with our 
predictions. А possible explanation is that, in the 
absence of any downward bias due to prices lead- 
ing earnings, the index DOFR only picks up dif- 
ferences in the true ERC. The positive correlation 
between DOFR and DSEG might also affect the 
results. These two explanations are also consistent 
with the results in variant (1). 

Finally, we observe that for DOFP the down- 
ward bias is most pronounced in models (3) and 
(4), whereas the statistically significant estimates of 
Брока ате lowest in models. (4) and (5). This sug- 
gests that the information captured by our predic- 
tion index relates more to the immediate future 
(e.g. next year's turnover) whereas the information 
in DOFR is long-term in nature (e.g. capital ex- 
penditure). This is indeed the impression one gets 
from reading the annual report discussion section. 
If the management makes any predictions at all, 
then they do not extend beyond the near future. 

Tables 4 and 5 also report a Wald statistic which 
tests whether the average coefficient on the three 
interacted disclosure dummy variables is signifi- 
cantly different from zero. The results in Table 5, 
which we regard as our main results, indicate clear 
rejection of the null for model variants (3), (4) and 
(5). The insignificant test statistic in variant (2) is 
consistent with the ‘news’ scenario. 

Robustness tests. We assessed the sensitivity of 
our results by carrying out several specification 
tests: (А) We ranked the beginning-of-period mar- 
ket values rather than the values at the year-end. 
We also used the log of the real market value in- 
stead of ranked nominal values. In both cases the 
estimates of Брорь Рроғр and bpseg in Table 5 re- 
main virtually unchanged. (B) All six models in 
Tables 4 and 5 were re-estimated using only the 
120 annual reports between 1975 and 1985. In this 
case the sample size remains constant across all six 
variants. Also, possible distortions as a result of 
the new EPS definition under FRS 3 are avoided 
by excluding observations beyond May 1991. The 
standard errors are generally higher, but the three 
estimates of interest are similar to those reported 
above. (C) 

We also estimated all regressions with only one 
disclosure index variable included at a time. The 
results are largely similar to those reported in Ta- 
bles 4 and 5. In those cases where they are differ- 
ent, they are generally more in line with our pre- 
diction and confirm our impression that 
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multi-collinearity is responsible for some of the in- 
consistent results in Tables 4 and 5. In particular, 
all six coefficients corresponding to model variants 
(3) and (4) in Table 5 are negative and five are 
statistically significant. The two estimates for bporp 
in model (5) are now negative and statistically 
significant in Table 5. Also, the estimates of Бора 
and bporp in variant (6) of Table 5 are no longer 
significant. (D) 

Finally, we altered the classification rule for 
bigh and low disclosure firm-years. Only the top 
third of the annual reports were assigned a value 
of one. Some parameter estimates for bpopg are 
now different from those above, but the coeffi- 
cients are imprecisely measured. In some cases the 
standard errors are up to three times higher than 
the values in Tables 4 and 5. The estimates for 
bporp and their standard errors, however, are 
remarkably stable, and this is particularly true for 
Table 5. 

The final specification test is reported in Table 
6.14 This table reports the results of pooled regres- 
sions which ‘control’ for time variation in the re- 
gression by including the return on {һе market in- 
dex as an independent variable. АП the parameters 
in this regression are required to be constant 
across firms and over time. In addition the para- 
meters on the three disclosure intercept dummies, 
but not the interaction terms, are constrained to 
be zero, i.e. consistent with the theoretical model. 
The results for this specification are broadly 
similar to those reported in Table 5. The interac- 
tion terms in model variant (1) are not significantly 
negative, as predicted by our model, and model 
variant (3) continues to yield a significant indica- 
tion of one-year-ahead earnings anticipation. 


7. Conclusion 


This study combines the disclosure index 
methodology with some findings in Market-Based 
Accounting Research. The aim was to investigate 
whether an informative discussion of operational 
and financial aspects helps to explain differences 
in prices leading earnings. The results suggest that 
such voluntary disclosure may have been useful in 
predicting future earnings changes that are value- 
relevant. The effect would appear to be strongest 
(1) in models that examine one-period-ahead and 
two-period-ahead share price anticipation and (2) 
when we employ a disclosure index that captures 
forward-looking information. The results for the 
forward-looking index indicate that up to one 
third of future earnings changes are anticipated 





14 We are most grateful to an anonymous referee for sug- 
gesting this additional robustness test. 
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and priced by the market as a result of (narrative) 
predictions made by the firm's management. 

Some caveats, however, apply to our study. 
Firstly, the cross-section we used is relatively 
small. Secondly, the concentration on three related 
industry sectors does not necessarily allow a 
generalisation across other industries. Thirdly, our 
results do not unambiguously imply that the 
source of the forward-looking information was the 
annual report itself. The information may have 
been made available through informal channels 
before the publication of the annual report. This 
scenario is more likely for the last few years of our 
sample, for which it is known that the kind of is- 
sues that figure in the OFR are often the subject 
of private company meetings with investment 
professionals. 

Our research design emphasises the demand side 
of voluntary disclosure. We believe that this is a 
logical extension to previous disclosure studies 
that mainly focus on the supply side. Our research 
design could be extended to test the information 
content of individual classes of information which 
have been subsumed in our disclosure indices. 
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Corporate governance: from accountability 


to enterprise 


Helen Short, Kevin Keasey, Mike Wright and Alison Hull* 


Abstract—This paper discusses the development of the corporate governance debate in the UK since the formation 
of the Cadbury Committee to the recent reports of the Hampel Committee within the context of a general corporate 
governance framework. It identifies the changing emphasis in this period between accountability and enterprise 
aspects of governance. The literature relating to accountability and enterprise is reviewed in terms of the key areas 
of governance (board structure, directors’ remuneration, directors’ ownership, institutional shareholders; auditors, 
auditing and accounting information; and the market for corporate control). Issues of substitutability and comple- 
mentarity of governance mechanisms are also examined. The paper argues that although there has been a shift in 
emphasis towards enterprise, there is a need for further rigorous UK-based research to underpin this development. 


Areas for future research are identified. 


1. Introduction 


Corporate governance issues, arising from the 
agency problems engendered by the separation of 
ownership and control and the inability to write 
complete contracts for all possible future eventu- 
alities (Hart, 1995; Shleifer and Vishny, 1997), 
have been recognised for many decades, if not cen- 
turies (Smith, 1776; Marshall, 1920; Berle and 
Means, 1932). The events which led to the estab- 
lishment of the Cadbury Committee in 1991 gave 
a fresh impetus to this debate. Recognising this 
resurgence of interest in corporate governance, Ac- 
counting and Business Research: in 1993 published 
a special issue devoted to corporate governance 
and accountability. At that time, the final draft of 
the report of the Cadbury Committee (1992) had 
just been published. Tbe main thrust of the Com- 
mittee's recommendations were directed towards 
issues of control and accountability. However, 
since the publication of the Cadbury Report, there 
has been considerable criticism that these recom- 
mendations are too prescriptive, focus too much 
. on the accountability aspects of governance and 
risk damaging the spirit of enterprise necessary for 
commercial and economic success. 

The successor body to the Cadbury Committee, 
the Hampel Committee, was set up in November 
1995 and issued its final report in January 1998. 
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of Management and Finance, University of Nottingham, Uni- 
versity Park, Nottingham | NG7 2RD. Email: 
Mike.Wright)jnottingham.ac.uk This paper was accepted in 
Мау 1999. 


In response to the criticisms levelled at Cadbury, 
the Hampel Report (1998) argued that while 
accountability by public companies was essential, 
{һе emphasis on accountability had obscured busi- 
ness prosperity, ‘the most important aspect of cor- 
porate performance’, and stated that it wished to 
see the balance between business prosperity and 
accountability corrected. Furthermore, the Report 
argued that the *box-ticking' approach to the Code 
adopted by many companies and their sharehold- 
ers had led to the belief that accountability itself 
would deliver success. The overriding emphasis of 
the Hampel Report is the need for good corporate 
governance to be based on principles rather than 
prescription. 

Between the publication of the Cadbury Report 
and the Hampel Report and in response to public 
disquiet over high levels and large increases in di- 
rectors’ remuneration, the Greenbury Committee 
was set up in January 1995 by the Confederation 
of British Industry (CBI) at the request of the 
government. The Greenbury Report and Code of 
Best Practice on the determinants of directors’ re- 
muneration was issued in July 1995. Hence, to 
date, there are three codes of practice aimed at 
improving governance in the UK. Following the 
publication of the Hampel Report, the Hampel 
Committee has produced a document providing a 
set of principles and codes to embrace the Cad- 
bury, Greenbury and Hampel recommendations— 
the Combined Code (Committee on Corporate 
Governance, June 1998). 

The purpose of this paper is to examine how the 
corporate governance debate has developed since 
the publication of the Cadbury Report within the 
context of a general framework of corporate gov- 
ernance. In particular, the paper will focus on how 
the debate has shifted from a focus on account- 
ability to the need for governance systems to pro- 
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vide structures and incentives to allow business en- 
terprise and prosperity to flourish. The paper 
argues that this shift in emphasis, as embodied in 
the Hampel Report, is based on a paucity of ОК. 
evidence relating to the relationships between gov- 
ernance, accountability and enterprise. Аз this pa- 
per documents, there is a growing body of US 
literature which examines the relationships be- 
tween governance, accountability and enterprise, 
and which provides empirical evidence that gov- 
ernance structures do affect the entrepreneurial 
activities of the firm. However, given the signifi- 
cant differences between the governance systems in 
the UK and US, US findings may not be directly 
applicable to the UK context. Therefore, this pa- 
per stresses the need for UK-based research on the 
complex relationships between governance, 
accountability and enterprise and proposes areas 
of future research in the UK context. 

The paper is structured as follows. Section 2 
considers the relationship between accountability 
and enterprise within a general corporate gover- 
nance framework. Section 3 examines the key di- 
mensions of the governance process (board struc- 
ture, directors' remuneration, directors’ 
ownership, institutional shareholders, auditors, 
auditing and accounting information, and the 
market for corporate control) and reviews the 
theoretical and empirical evidence in respect of 
their relationship to accountability and enterprise. 
Section 4 provides conclusions and directions for 
further research. 


2. Corporate governance: accountability 
versus enterprise 


Building on the arguments advanced by Tricker 
(1984), Keasey and Wright (1993) emphasised the 
need to view corporate governance as having two 
broad dimensions. First, the monitoring of 
management performance and ensuring account- 
ability of management to shareholders emphasises 
the stewardship and accountability dimensions of 
corporate governance. Second, governance struc- 
tures and processes need to encompass mecha- 
nisms for motivating managerial behaviour 
towards increasing the wealth of the business; that 
is, to enhance enterprise. 

This framework recognises that while account- 
ability is essential, it should not be enforced with- 
out recognising the need to allow an organisation 
to create wealth for its stakeholders. Moreover, it 
also recognises that enterprise and the pursuit of 
wealth creation should not be allowed to progress 
in an unfettered manner, but in recognition of the 
fact that effective accountability to stakeholders is 
necessary. 

In the context of this framework, UK gover- 
nance policy has been criticised as being too pre- 
scriptive and focusing too much on accountability 
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to the detriment of enterprise. The Cadbury Com- 
mittee's terms of reference were limited to review- 
ing ‘those aspects of corporate governance specif- 
ically related to financial reporting and 
accountability’ (para. 1.2), and as a result, the 
main thrust of its recommendations were directed 
towards issues of control and accountability. 
Nevertheless, the Cadbury Report recognised that 
a system of good corporate governance allows 
boards of directors to be ‘free to drive their com- 
panies forward, but exercise that freedom within a 
framework of effective accountability’ (para. 1.1). 
The Hampel Report noted, however, that ‘the sin- 
gle overriding objective’ of companies is ‘the pres- 
ervation and greatest practical enhancement over 
time of their shareholders’ investment’ (Hampel, 
1998, para. 1.16). 

From an agency perspective, the need to estab- 
lish an appropriate corporate governance frame- 
work arises because the separation of ownership 
and control produces agency problems stemming 
from the inability to write complete contracts for 
all possible future eventualities (Hart, 1995). As a 
result, management are able to pursue their own 
objectives at the expense of those shareholders. 
The term ‘corporate governance’ has come to em- 
brace those devices, mechanisms and structures 
which act as a check on managerial self-serving 
behaviour (John and Senbet, 1998). However, the 
purpose of checking self-serving behaviour is to 
promote the efficient operation of the firm. De- 
vices employed to reduce self-serving behaviour 
and hence improve accountability cannot be seen 
as efficient if they also hamper the performance of 
the firm. ‘Good’ corporate governance, therefore, 
can be seen as referring to the mix of those devices, 
mechanisms and structures which provide control 
and accountability while promoting economic en- 
terprise and corporate performance. It is far from 
clear that the recommendations of the various cor- 
porate governance codes act to achieve ‘good gov- 
ernance’ from both the accountability and enter- 
prise perspectives. Both perspectives need to be 
considered when attempting to create governance 
structures and procedures which lead to improved 
performance. However, the assumed link between 
corporate governance and corporate performance 
is not one which is universally accepted. For ex- 
ample, the preliminary report of the Hampel com- 
mittee (1997) noted that ‘it is important to recog- 
nise that there is no hard evidence to link success 
to good governance, although we believe good 
governance enhances that prospect’ (para. 1.2.). 

The corporate governance framework outlined 
by Keasey and Wright (1993) suggests that effec- 
tive governance involves a multi-faceted set of 
activities involving institutional investors, insider 
and outsider board membership, executives with 
appropriate incentive-based remuneration, board 
committees, auditing, the market for corporate 
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control, etc. A particularly important issue to con- 
sider is the extent to which certain governance 
mechanisms affect both the accountability and en- 
terprise activities of the company. Governance 
mechanisms may be substitutes and/or comple- 
ments in this respect, and a full analysis needs to 
consider whether the relationships between alter- 
native governance mechanisms enhance account- 
ability to' the detriment of essential enterprise 
activity. The remainder of this paper considers is- 
sues of corporate governance, with the emphasis 
being on whether the system of corporate gover- 
nance operating in the UK allows the goals of 
accountability and enterprise to be jointly 
achieved. 


3. Dimensions of corporate governance 


This section examines the key mechanisms of the 
corporate governance framework and considers 
whether the mechanisms and structure operating 
in the UK allow the goals of enterprise and 
accountability to be jointly achieved. Following 
the corporate governance framework identified by 
Keasey and Wright (1993), the key mechanisms 
considered are directors and the board (including 
board structure, directors’ remuneration and di- 
rectors’ ownership); institutional shareholders; au- 
ditors, auditing and accounting information; and 
the market for corporate control. This section con- 
cludes by considering the extent to which gover- 
nance mechanisms interact as substitutes and/or 
complements within a corporate governance 
system. 


3.1. Directors and the board 
3.1.1. Board structure 

Concerns regarding the effectiveness of the UK 
corporate governance system reflect in part a fail- 
ing of internal corporate control mechanisms. The 
main internal control mechanism is that provided 
by the board of directors, with a key issue being 
the balance of internal and external directors. In 
contrast to US practice, the majority of boards of 
UK companies are dominated by executive direc- 
tors, hence blurring the distinction between direc- 
tors and management. 

Non-executive directors (NEDs), or outside di- 
rectors,! have two roles: strategic advisor and cor- 
porate watchdog. A key area of debate is the con- 
flicting nature of these roles; namely, can the same 
individual perform both roles effectively? Fama 


! The terms NED and outside director are used interchange- 
ably in this paper, the former generally being used in the UK 
and the latter generally being used in the US. 
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(1980) and Fama and Jensen (1983) argue that 
NEDs have incentives to monitor the activities of 
executive directors by virtue of their need to main- 
tain their reputations as ‘decision experts’ in the 
labour market for NEDs. However, a well-func- 
tioning labour market in NEDs may be compro- 
mised where the hiring of NEDs by executive di- 
rectors leads to a high value being placed on 
NEDs with a reputation for ‘not rocking the boat’. 
Although the Cadbury Report placed great reli- 
ance on the role of NEDs as independent monitors 
of executive directors, this role may be compro- 
mised by the inherent conflict of interest arising 
from the dependence of NEDs on executive direc- 
tors for their appointment and terms of remuner- 
ation (Davis and Kay, 1983; Kay and Silbertson, 
1995). A significant body of US research examines 
the monitoring role of NEDs, for example in re- 
lation to top management turnover (Weisbach, 
1988), in relation to the adoption of poison pills 
(Brickley et al., 1994) and in relation to tender of- 
fers (Byrd and Hickman, 1992) and suggest that 
NEDs do appear to improve accountability in cri- 
sis situations. 

However, Baysinger and Butler (1985) argue 
that boards dominated by outside directors could 
actually harm shareholders’ interests by placing 
too much emphasis on their monitoring role at the 
expense of their decision-making and advisory 
roles. The Hampel Report (1998) recognised that 
an unintended side effect of the Cadbury Com- 
mittee’s emphasis on NEDs had been the over- 
emphasis on the monitoring role of NEDs (para. 
3.7). Baysinger and Hoskisson (1990) argue that 
outside directors may have a potentially negative 
impact on corporate entrepreneurship. Outside di- 
rectors may emphasise short-term performance 
through their reliance on financial evaluation of 
the business, resulting from their weaker access to 
the detailed firm-specific information necessary to 
evaluate the longer term strategic performance of 
the firm. Hoskisson et al., (1995) argue that out- 
side directors may favour expansion via external 
means, such as acquisitions to enter new markets, 
as these are better suited to evaluation using fi- 
nancial criteria. Inside directors may prefer to en- 
gage in internal innovation because while internal 
innovation may be more risky and difficult to 
evaluate in a financial sense, inside directors have 
more strategic knowledge of the potential out- 
comes of internal innovation and hence view such 
innovation as being less uncertain than external 
innovation. Given that many empirical studies 
(see, for example, Chiplin and Wright, 1987; 
Hughes, 1993, and O’Sullivan, 1997, for reviews) 
report the poor performance of acquisitions, the 
potential for outside directors to favour such a 
means of development is a significant factor to 
consider when formulating corporate governance 
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guidelines that focus on the monitoring role of 
outside directors. 

John and Senbet (1998) argue that the effective- 
ness of board monitoring is determined by its in- 
dependence, size and composition, with boards 
presumed to be more independent in proportion 
to the number of outside directors. However, US 
research on the relationship between board effect- 
iveness and 'independence' has produced inconclu- 
sive results according to recent meta-analyses of a 
number of previous studies of the relationship be- 
tween board composition and firm performance 
(Dalton et al., 1998; Wagner et al., 1998). Dalton 
et al. found no evidence of a relationship between 
board composition and firm performance. In con- 
trast, Wagner et al.’s analysis of 29 studies found 
evidence of a curvilinear homogeneity effect in 
which performance is enhanced by having either a 
majority of executive directors or a majority of 
NEDs. This raises issues concerning the conditions 
under which either a majority of insiders or out- 
siders is appropriate; as yet research has not ade- 
quately addressed these issues. The findings also 
cast doubt on overly prescriptive views of the ef- 
ficacy of larger proportions of outsiders on boards. 

Tests of the stock market reaction to the ap- 
pointment of additional NEDs indicate that the 
market views such events as good news on average 
(Rosenstein and Wyatt, 1990). However, board 
size may affect the ability of boards to function 
effectively. Jensen (1993) argues that boards which 
are too large may be unable to operate effectively 
because the co-ordination and process problems 
outweigh the advantages of having a large number 
of people to draw on. Yermack (1996) finds a neg- 
ative relationship between firm performance and 
board size for a sample of large US companies. 
Similarly, Eisenberg et al. (1998) found the nega- 
tive relationship between performance and board 
size to hold for a large sample of small and me- 
dium-sized Finnish companies with smaller board 
sizes. Conyon and Peck (1998) examined the 
association between firm performance and board 
size across a number of European economies and 
found the effect of board size and corporate 
performance to be generally negative. 

A growing body of US research considers the 
effect of board structure on the entrepreneurial 
activities of the firm. In general, the available ev- 
idence suggests that a high ratio of outside to in- 
side directors on the board has a negative effect 
on corporate entrepreneurship. Hill and Snell 
(1988) and Baysinger et al. (1991) report a positive 
relationship between the ratio of insider directors 
and R&D intensity at the individual firm level. 
Similarly, Zahra (1996) found a negative relation- 
ship between the ratio of outsiders on the board 
and a number of measures of corporate entrepre- 
neurship; for example, innovation, venturing and 
renewal factors. It should be noted, however, that 
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Jensen (1993) suggests that the return on R&D ex- 
penditure may represent a more appropriate 
measure of investment performance than R&D ш- 
tensity per se, with effective NEDs helping to con- 
strain over-investment in unproductive R&D 
projects. 

Overall, the available evidence produces quite 
positive results in respect of the role of NEDs in 
promoting accountability whilst suggesting that 
NEDs may have adverse implications for the en- 
terprise activities of the firm, with larger boards 
generally appearing to have a negative effect on 
performance. However, the largely US-based re- 
search is difficult to interpret in the UK context 
due to the difference in the nature of board struc- 
ture between the two countries. For example, the 
finding that increasing proportions of NEDs on 
the board has a negative effect on corporate en- 
terprise is typically based on samples where the 
average number and proportions of NEDs is much 
greater than that in the UK; such a negative 
relationship may not exist at the lower proportions 
of NEDs found on UK. boards. 

In the absence of UK research examining these 
issues in detail, there are dangers inherent in the 
recommendations of the UK corporate gover- 
nance codes. The UK corporate governance codes, 
by virtue of the fact that they make recommen- 
dations regarding board structure, implicitly take 
the stance that there are forms of governance 
structure which inherently produce greater effi- 
ciency. Moreover, the Combined Code recommen- 
dation that there should be a minimum of three 
NEDs, with NEDs comprising not less than one 
third of the board, clearly reflects the belief that 
the inclusion of a certain number of NEDs rep- 
resents an ‘optimal’ board structure. Indeed, given 
that UK boards were in the process of increasing 
the number of NEDs prior to the Cadbury Report 
recommendations (see Bank of England, 1988), it 
might be argued that the presence of NEDs is to 
some extent endogenous and hence optimal. 

However, it is not clear whether companies were 
recruiting NEDs prior to Cadbury with a view to 
increasing accountability or in recognition of their 
strategic input. The evidence reviewed here, and 
supported by others (e.g., Demsetz and Lehn, 
1985) suggests that different governance structures 
are optimal for different firms. In this case, the 
recommendations of the Codes, although volun- 
tary, may worsen corporate performance in the 
long run (Hart, 1995), if companies simply ‘box- 
tick’ and add NEDs to the board in order to avoid 
the costs associated with non-compliance? Gen- 


? The costs of non-compliance include the cost of the time 
spent by senior members of the board justifying their non-com- 
pliance to shareholders (particularly institutions and voting or- 
ganisations such as PIRC and Manifest). Additional costs in- 
clude fees paid to NEDs and the possibility that additional 
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eral recommendations to increase NED represen- 
tation without taking into account the context of 
individual firms may have adverse consequences 
for board performance. The Hampel Report 
(1998) argues that there are no universally valid 
answers on issues such as the ideal minimum num- 
ber of NEDs or the combining of the roles of chair 
and CEO; as a result, rather than prescribing 
particular corporate structures and rules, broad 
principles should be applied flexibly. However, 
given the prescriptive nature of the Combined 
Code, it remains to be seen whether companies will 
diverge from its recommended minimum number 
of NEDs. 


3.1.2. Directors’ remuneration 

The role of directors’ remuneration in providing 
incentives for directors to promote the long term 
performance and enterprise activities of the firm is 
well-documented within the agency theory litera- 
ture (see, for example, Milgrom and Roberts, 
1992). Remuneration packages should enhance di- 
rectors' incentives with respect to the enterprise 
activities of the firm, by rewarding them for im- 
proved firm performance while reducing their rel- 
uctance to take risky actions. Empirical evidence 
from both the UK and US suggests that the actual 
link between pay and performance is economically 
weak, with firm size being the prime determinant 
of directors’ remuneration (see Conyon et al, 
1995, for a review). However, Main et al. (1996), 
who employ a more comprehensive measure of re- 
muneration in exploring the relationship between 
total board remuneration and company perform- 
ance, find a significantly greater sensitivity of 
performance to pay than that observed using nar- 
rower measures of pay such as base salary plus 
bonus. 

While in theory performance-related remunera- 
tion contracts are adopted by shareholders to re- 
duce conflicts between themselves and directors, in 
practice, the process of formulating and imple- 
menting such contracts is usually under the control 
of directors themselves. The recommendations of 
both the Cadbury and Greenbury Committees at- 
tempted to place control of remuneration issues in 
the hands of remuneration committees made up of 
independent NEDs. However, it is unclear that the 
adoption of remuneration committees has suc- 
ceeded in ensuring that the remuneration of execu- 
tive directors does provide the necessary incen- 
tives. The Hampel Report recognises that the use 


NED positions may come at the expense of inside board mem- 
bers (while the average number of NEDs on UK boards has 
increased significantly during the 1990s, board size has ге- 
mained roughly constant, suggesting that additional NEDs 
have been added while the number of insiders has reduced, 
Peasnell et al., 1998). 
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of remuneration surveys by remuneration commit- 
tees may lead to ‘ап upward ratchet in remunera- 
tion with no corresponding improvement in 
performance' (para. 4.5). The available evidence 
suggests that remuneration committees may sim- 
ply act as a legitimising device to justify increases 
in remuneration. Hzzamel and Watson (1997, 
1998) provide evidence to suggest that executive 
directors’ cash remuneration in the UK is in part 
based upon external pay comparisons. It is also 
clear that CEOs are present at remuneration com- 
mittee meetings that decide their own pay (Con- 
yon, 1997). Kren and Kerr (1997) found the pro- 
portion of NEDs on the board of directors had no 
effect on the relationship between CEO compen- 
sation and firm performance. These findings raises 
serious issues concerning the operation of the 
board and its committees which are as yet not 
well-researched (for an exception, see Pettigrew 
and McNulty, 1995). 

Concern has also arisen over the type of 
performance-related remuneration which is 
awarded to directors. While executive share op- 
tions (ESOs) should enhance the link between pay 
and performance, they seem to have become stan- 
dard components of remuneration packages, with 
the maximum allowable ESO holding being 
awarded automatically (Bruce and Buck, 1997). As 
a result of concern over the functioning of ESO 
schemes, the Greenbury Report (1995) recom- 
mended the introduction of other long-term incen- 
tive plans (L-Tips) which involve the award of 
shares (rather than options), subject to specific 
company performance targets being met. How- 
ever, the performance targets adopted by com- 
panies may not be particularly stringent and the 
complexity of schemes presents difficulties for 
shareholders attempting to assess their cost (see, 
for example, Lewis, 1996). 

Given that the role of performance-related re- 
muneration has received much attention, there are 
dangers that the current emphasis on the incentive 
aspects of remuneration will lead to the risk-bear- 
ing aspects of remuneration being ignored. The 
impact of directors’ remuneration on the entrepre- 
neurial activities of the firm has largely been ig- 
nored in the empirical literature. However, Beatty 
and Zajac (1994) found that firm risk was nega- 
tively related to the proportion of performance- 
related compensation in the total compensation 
package. Moreover, the presence of alternative 
monitoring devices (specifically in terms of board 
structure) was greater in firms using a lower pro- 
portion of performance-related compensation in 
the total compensation package. Such findings 
highlight the dangers inherent in pressurising firms 
into increasing the amount of performance-related 
remuneration included in the overall remuneration 
package without considering their effect on the 
willingness of directors to take risky actions. While 
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performance-related remuneration provides an al- 
ternative to direct, more costly monitoring, the as- 
sumption, inherent in agency theory, is that such 
remuneration packages can be designed, imple- 
mented and monitored by shareholders. Given the 
difficulties which arise in the effective monitoring 
of the use of remuneration packages, there 18 а 
danger that shareholders will insist on the adop- 
tion of more visible forms of performance-related 
remuneration without also ensuring that the re- 
muneration package provides incentives for direc- 
tors to take risky actions. 


3.1.3. Directors’ ownership 

The influence of directors' ownership in the gov- 
ernance of corporations is relevant to the current 
debate, particularly given the emphasis placed on 
the award of shares (in place of share options) as 
part of directors’ remuneration packages by the 
Greenbury Report. Furthermore, many directors 
own significant proportions of their company's eq- 
uity unconnected with their past or present remu- 
neration packages.? 

The notion that shareholdings by directors helps 
to align the interests of shareholders and managers 
is well documented in the agency literature (Jensen 
and Meckling, 1976). Jensen and Meckling's con- 
vergence of interest hypothesis contends that, as 
managerial ownership in a firm increases, a firm's 
performance increases uniformly, as managers are 
less inclined to divert resources away from value 
maximisation. In contrast, Demsetz (1983) and 
Fama and Jensen (1983) contend that market 
discipline will force managers to adhere to value 
maximisation at very low levels of ownership. 
Morck et al., (1988) argue that high levels of man- 
agerial ownership could lead to ‘entrenchment’, as 
external shareholders find it difficult to control the 
actions of such managers. The combination of the 
convergence of interest and entrenchment effects 
point towards a non-linear relationship between 
firm performance and management ownership. 
The US empirical literature (Morck et al., 1988; 
McConnell and Servaes, 1990 and 1995; Kole, 
1995) generally suggests that management is 
aligned at low and possibly high levels of owner- 
ship, and is entrenched at intermediate ownership 
levels, although the ownership levels at which the 
switch from alignment to entrenchment and vice 





3 Short and Keasey (1999) report, for a random sample of 
UK quoted companies in 1992, director’s mean ownership was 
11.5% of equity (median 4.1%). 
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versa takes place are open to debate.* Short and 
Keasey (1999) found evidence consistent with the 
hypothesis that a similar relationship exists be- 
tween firm performance and management owner- 
ship for UK firms. In contrast, analysis of 
management buy-outs in the UK finds a linear 


‘relationship between management ownership and 


performance (Thompson, Wright and Robbie, 
1992). However, there is evidence to suggest that 
managers can become entrenched at very low lev- 
els of ownership. The results of Dahya et al. (1998) 
for the UK suggest that top executives seem to be 
largely insulated from the discipline of the internal 
control market when their ownership stakes rise 
above 1%. 

Equity ownership by NEDs may affect their in- 
centive to monitor the performance of executive 
directors. The Hampel Report noted that ‘the pay- 
ment of part of a non-executive directors’ remu- 
neration in shares can be a useful and legitimate 
way of aligning the directors’ interests with those 
of shareholders’ (para. 4.8). Shivdasani (1993) and 
Jensen (1989) suggest that NEDs who hold a large’ 
equity stake in the firm are likely to have a greater 
incentive to monitor executive directors than those. 
without such a stake. Morck et al., (1988) found 
the relationship between firm performance and the 
equity ownership of NEDs to be non-linear, sug- 
gesting that NEDs are aligned at low and possibly 
high levels of ownership, but entrenched at inter- 
mediate ownership levels. However, equity own- 
ership by NEDs may have a negative impact on 
the managerial labour market, since it may make 
exit from poorly performing firms less feasible, 
which in turn could serve to reduce the value of 
NEDs’ human capital (Kaplan and Reishaus, 
1990). 

Empirical work investigating the effect of direc- 
tors’ ownership on corporate entrepreneurship has 
provided inconclusive results. Wright et al. (1996) 
suggest that, for firms with growth opportunities, 
the relationship between insider ownership and 
corporate risk taking initially increases and then 
subsequently decreases as insider ownership in- 
creases. Gibbs (1993) finds that insiders with large 
equity stakes have incentives to diversify the activi- 
ties of the firm in an attempt to diversify their own 





4 Morck et al. (1988) report a positive relationship between 
performance and management ownership in the 0% to 5% 
range and beyond the 25% ownership level, and a negative 
relationship in the 5% to 25% range. In contrast, McConnell 
and Servaes (1990, 1995) reported a positive relationship be- 
tween performance and management ownership between 0% 
and approximately 40-50% ownership, and a negative relation- 
ship for ownership above that level. However, Kole (1995) sug- 
gests that these different findings are attributable to differences 
in the size of the firms analysed, and argues that the positive 
relationship between performance and ownership is sustained 
at higher levels of ownership for small firms (the McConnell 
and Servaes sample) than it is for large firms (the Morck et al. 
sample). 
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portfolios. Denis et al. (1997) for the US report a 
negative relationship between diversification and 
insider ownership at very low levels of equity own- 
ership, but find a positive effect to dominate at 
very high levels of insider ownership. In contrast, 
Hill and Snell (1988) found insider ownership to 
be negatively correlated with diversifying expan- 
sion, while Hoskisson et al. (1995) found a positive 
relationship to exist between international diver- 
sification and insider ownership. Zahra (1996) 
finds a positive relationship between corporate en- 
trepreneurship and insider ownership. 

There is also evidence that enterprises that be- 
come management buy-outs experience improve- 
ments in corporate entrepreneurship as measured 
by better utilisation of R&D, increases in new ven- 
tures and greater new product development 
(Wright et al., 1992; Zahra, 1995). Hill and Snell 
(1988, 1989), Kochhar and David (1996), Hansen 
and Hill (1991) and Hoskisson et al. (1995) found 
no significant relationship to exist between R&D 
expenditure and insider ownership. The limited re- 
search on the relationship between NED equity 
ownership and corporate entrepreneurship finds 
that ownership by NEDs tempered a negative 
association between the ratio of outsiders on the 
board and corporate entrepreneurship (Zahra, 
1996) and was positively related to international 
diversification (Hoskisson, et al., 1995). 

Overall, evidence from the US suggests that di- 
rectors’ equity ownership plays a significant role in 
the governance of corporations. In particular, the 
evidence which generally suggests that low levels 
of equity ownership help to align the interests of 
directors’ and shareholders provides support for 
attempts by Greenbury and Hampel to provide re- 
muneration in the form of long-term sharehold- 
ings. However, recent evidence that entrenchment 
can occur at low levels of directors’ ownership sug- 
gests a need to ensure that other governance mech- 
anisms are in place. 


3.2. Institutional shareholders 

The Cadbury Report argued that ‘the way in 
which institutional shareholders use their power to 
influence the standards of corporate governance is 
of fundamental importance’ (para. 6.10). How- 
ever, institutional shareholders have generally not 
exercised a significant degree of control over 
management. Gaved (1997) argues that fund man- 
agers have little time or resources to devote to ac- 
tive monitoring beyond that of under-performing 
stocks in which they are the largest shareholder. 
Hence, despite concentrated institutional share 
ownership, managers remain largely unmonitored 
(Berle, 1959; Sykes, 1994). An additional separa- 
tion of ownership from control occurs at the share- 
holder level as the fund managers are often not 
direct beneficiaries of the increased revenues aris- 
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ing from exercising tighter control over corporate 
management. 

A key issue, then, is the effect of increased mon- 
itoring by institutional shareholders on the enter- 
prise potential of UK companies. This issue is re- 
lated to concerns about the role of institutional 
investors in generating excessively short-term per- 
spectives, resulting in relatively low levels of R&D 
expenditure by UK companies, high dividend pay- 
ments and relatively large volumes of takeover 
activity, to the detriment of general economic 
performance (Marsh, 1990; Nickell, 1995). 

The mainly US empirical work in this area 
generally finds that in contrast to the widely held 
view that institutions act as myopic investors, 
there is a positive relationship between R&D ex- 
penditure and institutional shareholdings (Jarrell 
and Lehn, 1985; Hansen and Hill, 1991; Baysinger 
et al., 1991). Different types of institutions may 
have different effects on the enterprise activities of 
firms (Bushee, 1998). Kochhar and David (1996) 
find that more active investors (such as pension 
funds and mutual funds) are more able to influence 
managers to increase new product development, 
even after for controlling for spending on R&D, 
than are institutions such as banks and insurance 
companies which are less active. Long-term insti- 
tutional shareholdings have a significant and posi- 
tive effect on firm innovation (Zahra, 1996). Own- 
ership by pension funds appears to have a positive 
effect on R&D intensity and new product inten- 
sity, but a negative effect on external innovation, 
while ownership by investment managers (mutual 
funds) is positively associated with international 
diversification and external innovation, where ex- 
ternal innovation involves acquisitions to acquire 
new products, to develop new processes or build 
new markets (Hoskisson et al., 1995). Bushee 
(1998) examines the impact of institutional share- 
holders on R&D expenditure and finds that man- 
agers are less likely to cut R&D expenditure to 
reverse an earnings decline when institutional own- 
ership is high. However, high ownership by insti- 
tutions that have high portfolio turnover and en- 
gage in momentum trading significantly increases 
the probability that managers reduce R&D expen- 
diture to reverse an earnings decline. Institutional 
shareholdings are also found to have a positive ef- 
fect on corporate risk-taking for firms with growth 
opportunities (Wright et al., 1996). 

The problems arising from weaknesses in insti- 
tutional shareholder monitoring have been argued 
to be a major driving force behind the taking pri- 
vate of quoted companies through management 
buy-outs, with the introduction of active monitors 
in the form of private equity providers and lever- 
aged buy-out associations (Jensen, 1993; Baker 
and Smith, 1998) as well as more active involve- 
ment by debt providers (Citron et al, 1997) 
accompanying this change in ownership. 
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In summary, US evidence suggests that certain 
types of institutional shareholdings can have a 
positive impact on the enterprise and performance 
of firms. The exact nature of the effect of institu- 
tional involvement would seem, however, not sur- 
prisingly, to depend upon both the characteristics 
of the firm, the institution and the particulars of 
the specific governance environment. Care is, 
therefore, needed in general prescriptions concern- 
ing the level of institutional shareholder 
involvement. 


3.3. Auditors, auditing and accounting information 

The supply of audited accounting information is 
a crucial aspect of corporate governance, as it 
bridges the information asymmetry between direc- 
tors and outside providers of finance and provides 
а report of directors’ stewardship (Whittington, 
1993). In order to improve the auditing function, 
the Cadbury Report recommended that companies 
should establish audit committees, comprising of 
МЕР», the majority of which should be independ- 
ent. Although larger companies generally followed 
these recommendations (Mills, 1997), there is evi- 
dence that executive directors were present on such 
committees in a significant proportion of cases 
(Ezzamel and Watson, 1995) and that their func- 
tioning was problematical in smaller companies 
(Collier, 1997). 

А number of US studies investigate the relation- 
ship between the ‘quality’ of accounting informa- 
tion and NEDs. Wild (1994, 1996) finds a signifi- 
cant increase in the market's reaction to earnings 
reports subsequent to the formation of an audit 
committee and infers that audit committees en- 
hance the quality of the earnings information. De- 
chow et al. (1996) find that firms found guilty of 
violations of US GAAP are more likely to have 
boards of directors dominated by management. 
Beasley (1996) reports that the proportion of 
NEDS on the board is lower for firms found guilty 
of financial statement fraud compared to firms 
with no reported financial statement fraud and 
concludes that the inclusion of NEDs increases the 
board's effectiveness at monitoring management 
for the prevention of financial statement fraud. 
Both Dechow et al. (1996) and Beasley (1996) find 
different results in relation to the impact of audit 
committees. Dechow et al. find that corporations 
found guilty of US GAAP violations are less likely 
to have audit committees, while Beasley finds that 
the presence of an audit committee has no signifi- 
cant effect on the likelihood of financial statement 
fraud. However, the ‘quality’ of accounting 
information is difficult to quantify, and whilst the 
above studies conclude that their findings are con- 
sistent with the notion that NEDs are successful 
at monitoring management, alternative hypotheses 
which are consistent with their findings can be ad- 
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duced.’ Moreover, if NEDs have adverse effects on 
enterprise, shareholders may be content to trade 
off *quality' accounting information with improve- 
ments in performance. 

The Cadbury Committee's recommendations 
that companies include a report on the effective- 
ness of internal control systems in their annual re- 
ports has been problematical because of the diffi- 
culty in defining the scope of the notion of internal 


control. In contrast to the US approach, which 


viewed internal control systems as an integrated 
framework tying both financial and operational 
control together (Mills, 1997), UK guidance sug- 
gested that internal financial controls should em- 
brace issues concerning the materiality and the 
likelihood of financial risks which may be in- 
curred. Jones et al. (1993) suggest that firms which 
use only a formalised and mechanistic approach 
to internal controls may meet reporting require- 
ments, but it is doubtful whether effective corpo- 
rate governance in terms of the achievement of 
both accountability and enterprise will be 
achieved. Similarly, Mills (1997) and Lipworth 
(1996) argue that it is important for internal con- 
trol systems to provide for risk assessment and 
management, not only for accountability purposes 
but also as a basis for the identification of oppor- 
tunities for the creation of value. 

The trade-off between accountability and enter- 
prise in internal control compliance raises ques- 
tions concerning the nature of the audit process/ 
product itself. Power (1998, p. 79) argues that once 
one has moved beyond formal compliance with of- 
ficially sanctioned due process, one is left with no- 
tions of comfort, intuition and personal judge- 
ment. This trade-off also raises questions about 
the independence of auditors and the ethics of 
their behaviour in a governance context. Indepen- 
dence may be compromised by the increasing ethi- 
cal challenges facing auditors in their work (Vy- 
akarnam et al, 1996; Goodwin, 1996; Karcher, 
1996; Napier, 1998; Power, 1995). Cook et al. 
(1997) examine the same issue using a game theo- 
retical approach, and conclude that the achieve- 
ment of a socially desirable outcome of high and 
honest effort in auditing may necessitate a high 
degree of co-operation between auditor and client 
which may question auditor independence (Baz- 
erman et al., 1997; Cook et al., 1997). These issues 
also raise concerns about the role of accountancy 
education and training in the formation of atti- 
tudes towards professional ethics (for example, Po- 


5 For example, Beasley's sample of firms not found guilty of 
financial statement fraud may contain both firms not engaged 
in fraud and firms engaged in fraud but are not found out. If 
this is the case, the study's findings about the relationship be- 
tween NEDs and the occurrence of financial statement fraud 
may need to be treated with caution. His findings may be con- 
sistent with the hypothesis that inside directors are more easily 
able to identify and report financial statement fraud. 
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nemon, 1988; Lee, 1989; Gray et al., 1994; Har- 
wood, 1996). 

Seen in a wider context, the issues of auditor 
responsibility and independence go to the heart of 
the business ethics (for example, Chryssides and 
Kaler, 1996) and corporate governance debates 
concerning the role and conception of the cor- 
poration and its social mandate (for example, 
Blair, 1995). Until or unless a clearer picture of 
the nature of the corporation in the UK emerges, 
the role of the audit remains somewhat ambiguous 
and the auditors’ liability debate cannot be re- 
solved (Power, 1998). 


3.4. Market for corporate control 

In contrast to the outsider systems of Germany 
and Japan, the takeover market is seen in the UK 
and US as a major mechanism for disciplining un- 
derperforming management. The market for cor- 
porate control and outside directors serve as sub- 
stitute control mechanisms, in that the former 
assumes an important role in disciplining manage- 
ment when internal control by the latter becomes 
ineffective (Jensen, 1986). Furthermore, as Hart 
(1995) notes, other internal disciplining mecha- 
nisms, such as monitoring by large shareholders, 
are subject to free rider problems in that those in- 
curring monitoring costs do not receive the full 
gains generated by their actions. Alternatively, the 
takeover mechanism, in principle, allows the bid- 
ding company to reap large gains from its action. 

However, the prevalence of hostile takeovers in 
the UK and US may be a symptom of governance 
problems rather than an answer to such problems 
(Shleifer and Summers, 1988; O'Sullivan, 1997). 
These problems have been argued to include en- 
hancing short-termist pressures (Stein, 1988; Shlei- 
fer and Vishny, 1990), furthering bidding manag- 
ers' objectives rather than disciplining poor 
managers (Charkham, 1989; Jenkinson and 
Mayer, 1994) enhancing managers’ salaries 
(Gregg et al., 1993) and the breach of trust be- 
tween managers and shareholders (Shleifer' and 
Summers, 1988). Kay (1994) argues that long- 
term, often implicit, relationships with all stake- 
holders are crucial to the competitive advantage of 
companies. The continual threat of hostile take- 
over may mean that implicit contracts between the 
company and its stakeholders do not develop, 
which may have an adverse effect on the competi- 
tive advantage of UK companies. 

These arguments are often associated with sug- 
gestions that an important development in corpo- 
rate governance should be to enact legislation to 
restrict hostile takeovers. However, it is probably 





6 Empirical evidence from the US is more supportive of this 
role of the takeover market, while for the UK, Franks and 
Mayer (1996) provide evidence that hostile takeovers do not 
perform a disciplining function. 
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too simplistic to take either of the extreme views 
that hostile takeovers should be prohibited or 
should be regarded as the primary tool of corpo- 
rate governance, since there is evidence to suggest 
that the threat of takeover and the takeover pro- 
cess itself may yield benefits (Chiplin and Wright, 
1987; Markides, 1995; O'Sullivan, 1997). Both US 
and UK evidence suggests that a hostile takeover 
bid provides a 'kick in the pants' to target manage- 
ment and the successful defence of a hostile take- 
over stimulates those managers to undertake con- 
siderable restructuring and improve their 
performance (Bradley et al., 1993; Gibbs, 1993; 
Firth, 1980; Parkinson and Dobbins, 1993; Lim- 
mack, 1994; Franks and Mayer, 1996), Thus, the 
governance structure may have beneficial conse- 
quences for enterprise. However, to the extent that 
there are weaknesses in governance mechanisms, 
agency problems will persist, and it should not be 
surprising if managers continue to engage in ac- 
quisitions which are not value maximising. It may 
be the case that enhancements to other elements 
of corporate governance, such as extensions to the 
requirements of bidder shareholders to vote on ac- 
quisitions above a certain size and to closer links 
between performance and executive remuneration, 
will provoke more value-enhancing acquisitions. 

US research suggests that acquisition activity af- 
fects the amount of long term investment in in- 
novative activities undertaken by a firm. A series 
of papers (Hitt et al., 1990; Hitt et al., 1991; Hitt 
et al., 1996) finds that acquisition activity is asso- 
ciated with less R&D expenditure and reduced in- 
ternal innovation. Associated changes from an em- 
phasis on strategic control to an emphasis on 
financial controls also reinforce the shift away 
from internal innovation. Hence, the UK’s reliance 
on the market for corporate control may have im- 
plications for the amount of internal innovation 
undertaken by UK firms. 


3.5. The substitutabilitylcomplementarity of 
governance mechanisms | 

Аз the above discussion has indicated, effective 
governance, in terms of both accountability and 
enterprise, involves complex interrelated bundles 
of mechanisms. Аз yet research (particularly in the 
UK) into the extent of the linkages and relation- 
ships between the various governance mechanisms, 
is extremely limited. Further research is required 
into the interdependence (in terms of substituta- 
bility and complementarity) of alternative gover- 
nance mechanisms. 

US evidence (Rediker and Seth, 1995) suggests 
that notions of substitutability and complementar- 
ity may mean that empirical studies which seek to 
examine the effect of a single governance mechan- 
ism may be flawed. Essentially, such research 
typically tests the joint hypothesis that the gover- 
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nance mechanism affects performance, and that 
the mechanism under analysis is independent of 
other governance mechanisms not included in the 
equation. If, however, the included explanatory 
variables are correlated with relevant excluded 
variables, the coefficients on the included variables 
may be biased and inconsistent. Ап examination 
of the interdependence of corporate governance 
mechanisms in the US by Agrawal and Knoeber 
(1996) finds that control mechanisms are chosen 
optimally except that firms in their sample tended 
to have too many outside directors. Diacon and 
O'Sullivan (1995) also provide evidence of the sub- 
stitutability and complementarity of corporate 
governance mechanisms in the UK, finding that 
while formal governance may be effective in limi- 
ting executive remuneration it could inhibit prof- 
itability. In respect of management buy-outs, there 
is also evidence of complementarity and substitut- 
ability between the corporate governance mecha- 
nisms involved. Evidence suggests that the greatest 
impact on performance emanates from managerial 
equity stakes but that the presence of significant 
leverage and active investors is also important 
(Thompson, Wright and Robbie, 1992; Phan and 
Hill, 1995; Denis, 1994). 

These arguments have implications for the de- 
veloping trend in corporate governance policy pro- 
nouncements in the UK. In particular, moves to 
encourage the greater exercise of voice by share- 
holders and their representatives (Mayer, 1994; 
Franks and Mayer, 1995) may need to be treated 
with caution. Insider and outsider systems may be 
substitutes as each may be appropriate in different 
contexts (Franks and Mayer, 1995), raising parti- 
cular issues as far as enterprise is concerned. En- 
terprise typically involves risk, the extent of which 
may vary between differing projects. Riskier in- 
vestments may require closer, active and respon- 
sive monitoring if they are to come to fruition. 
Outsider systems may fail to provide sufficient 
monitoring. Insider systems may provide monitor- 
ing but fail to ensure exit from non-viable projects 
in a timely fashion. This suggests a need for firm/ 
situation-specific corporate governance in which 
the actual use of voice varies and where there is 
sufficient pressure to exit. 

More generally, Roe (1997) argues for the exist- 
ence of competing governance mechanisms within 
a particular economy on the grounds that firms 
with the more effective system in a given situation 
would outperform those without it, and put 
pressure on the other firms to change behaviour. 


4. Conclusion 


This paper has attempted to analyse developments 
in corporate governance in the UK in the context 
of a general corporate governance framework 
which emphasises the need for governance to ad- 
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dress both accountability and enterprise and the 
interaction between these two aspects of corporate 
governance. Given its limited remit and its estab- 
lishment in an environment of a number of well- 
publicised accountability problems, it is perhaps 
understandable that the Cadbury Report had little 
room for explicit consideration of the enterprise 
aspects of governance. Although the Hampel Rep- 
ort (and indeed the Cadbury Report itself) stressed 
the need to apply recommendations regarding 
board structure, etc., flexibly, the relative ease with 
which companies can comply with the form rather 
than the spirit of the recommendations, has re- 
sulted in a 'box-ticking' mentality. It is unclear 
whether merely complying with the recommenda- 
tions will improve accountability. Furthermore, if 
companies adhere to the spirit of the recommen- 
dations, given their emphasis on accountability, it 
is unclear what the effects on the enterprise poten- 
tial of a company will be. 

It has been our contention that hitherto the pol- 
icy debate and research have focused too much on 
the accountability aspects of corporate governance 
to the possible detriment of enterprise. The argu- 
ments and evidence reviewed here suggest there is 
a need to weigh the costs and benefits of efforts to 
enhance accountability in terms of potential entre- 
preneurial actions foregone in order to achieve a 
greater balance in the approach to corporate gov- 
ernance. Specifically, there is a need to recognise 
that the appropriate balance may vary according 
to the characteristics of particular firms. The 
development of policy recommendations on cor- 
porate governance over the past five years, as ex- 
emplified by the Hampel Report, represent an im- 
portant departure from the narrow Cadbury view 
of corporate governance in recognising that, in 
principle, enterprise should not be sacrificed in the 
name of accountability. 

However, the Hampel Committee's emphasis on 
the need to focus on the enterprise aspect of cor- 
porate governance is based on a paucity of UK 
evidence. While US evidence suggests that rela- 
tionships exist between governance mechanisms, 
enterprise and accountability, it is not clear that 
US research findings apply directly to the UK. Al- 
though the US and UK are typically grouped to- 
gether as having market-based governance systems 
(Moerland, 1995), there are a number of signifi- 
cant differences between the two countries, nota- 
bly with respect to the concentration of institu- 
tional ownership, the ability of institutions to 
operate ‘behind the scenes’ (Black and Coffee, 
1994; Short and Keasey, 1997), the nature of take- 
over defences (Holl and Kyriazis, 1997), and the 
balance of insiders and outsiders in board 
structures. 

Given these differences, it is possible that US 
research findings on the substitutability/comple- 
mentarity of alternative governance mechanisms 
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and the extent to which they affect the strategy and 
entrepreneurial activities of companies are not 
directly applicable to UK companies. If the cor- 
porate governance framework in the UK is to 
develop on the basis of the need to balance 
accountability and enterprise, there is clearly a 
need for UK research to guide such development. 
ОК research on both the accountability and enter- 
prise aspects of corporate governance is somewhat 
limited. Furthermore, testing whether various gov- 
ernance mechanisms have a significant effect on 
accountability or enterprise is fraught with diffi- 
culty. Many studies focus on firm performance, 
measured in terms of accounting or stock market 
returns, as proxy indicators of whether governance 
mechanisms improve accountability. However, 
firm performance represents the interaction of 
accountability and enterprise. Whilst it is recog- 
nised that it is often not possible to observe 
directly whether governance structures influence 
accountability and enterprise, there are a number 
of key research questions which UK research 
could usefully investigate: 


I. General corporate governance studies 


ө Is there a relationship between board structure 
and firm performance? 

Whilst there is some evidence from the US that 
too many NEDs can have adverse consequences 
for both performance and enterprise, the signifi- 
cant differences between board structures in the 
US and ОК make such findings problematical in 
the UK context. Given the emphasis on board 
structure in the UK corporate governance recom- 
mendations, this is clearly an area which warrants 
in-depth investigation. Research in this area might, 
for example, include measures of CEO and board 
tenure as well as proportions of insider/outsider 
directors. Also, it would also appear important to 
incorporate variables measuring changes in these 
factors. 


e Is there a relationship between various 
governance devices and enterprise? 

Does board structure, the presence of institu- 
tional investors, insider shareholdings, etc. influ- 
ence corporate enterprise activities (such as R&D 
expenditure, risk taking, etc.)? While some enter- 
prise variables may be available from annual re- 
ports, others may need to be collected from archi- 
val data (stock exchange circulars, press reports) 
or surveys of directors. Sectoral and other control 
variables may need to be introduced. 
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* Which types of firm might be expected to benefit 
from an approach to governance which emphasises 
(a) accountability and (b) enterprise? 

Do firms in high R&D sectors benefit in terms 
of greater innovation and subsequent performance 
from having, for example, boards with greater pro- 
portions of insider directors? Do firms in mature 
sectors benefit from having boards with greater 
proportions of outsider directors? 


e What is the degree of interdependence between 
the various governance mechanisms, such as board 
structure, insider shareholdings, institutional 
shareholdings, separations of chair and CEO, etc.? 

Do governance mechanisms influence firm 
performance and enterprise and is there a trade- 
off between the various mechanisms in respect of 
their individual effect on performance? Analysis 
here may need to model actions relating to enter- 
prise and accountability as moderators of changes 
in performance. Data collection needs to involve 
both accounting/share price data on performance 
and questionnaire and/or archival data relating to 
strategy variables. 


® What is the nature of the links between merger 
intensive versus non-merger intensive firms and the 
nature of R&D expenditure and internal 
innovation? 

Given the role of the market for corporate con- 
trol as a governance device, there is a need to ex- 
amine how the use of takeovers impacts on cor- 
porate enterprise. Furthermore, studies of the 
relative importance of internal corporate entrepre- 
neurship versus external acquisition-oriented 
growth would inform the debate on the relation- 
ship between governance and enterprise. 


® To what extent does the operation of the board 
and internal control mechanisms affect 
accountability and enterprise? 

Compared to the US, there has also been an 
absence of attention in the UK to the capabilities 
of top teams in large corporations and their role 
in governance and enterprise. Generally missing 
from both US and the UK literature are detailed 
analyses of the operation of boards and of internal 
control mechanisms, investigating how account- 
ability and enterprise issues are explicitly or im- 
plicitly balanced in the governance process. There 
would also appear to be scope for further analysis 
of the functioning of audit committees in large 
companies and the appropriate reporting of the ef- 
fectiveness of internal control systems, particularly 
in relation to their impact on value creation. This 
research may require detailed case study analysis 
and depend on obtaining access to top teams. 
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® To what extent does increased emphasis on 
business ethics affect enterprise? 

Both in the US and the UK, very little research 
has been conducted in the area of interface be- 
tween business ethics and corporate governance is- 
sues. However, if, as many business ethicists pro- 
pose, the integrity and commitment of the board 
rather than compliance is at the root of account- 
ability, empirical research is needed to explore re- 
lationships between corporate ethics and enter- 
prise, both at board level and amongst other 
organisational members. Research in this area 
might include surveys of board approaches to the 
trade-offs between ethics and enterprise. 


e What is the nature of the interactions between 
accountability and enterprise and how do 
structures and processes of governance exploit 
these interactions? 

Optimal corporate governance may be achieved 
through a system of structures and processes in 
which accountability and enterprise aspects 
reinforce each other. Research in this area might 
include case study and quantitative analysis which 
seeks board members' views on how they explicitly 
weigh the implications of the need to meet 
accountability requirements with the impact on en- 
terprise and vice versa. For example, to what ex- 
tent do good internal controls to meet account- 
ability requirements also provide a basis for 
ensuring that the business’ reputation for, say, in- 
novative products is not damaged by poor control 
mechanisms? As a second example, in the light of 
existing research on the role of NEDs, to what 
extent does a balance of expertise exist or can be 
created among the NEDs on a particular board 
which contributes to both accountability and en- 
terprise dimensions? 


e What are the costs and benefits of enhancing 
corporate governance by changing the relationship 
between risk-bearing and decision-making 
functions? 

The continued pre-eminence of large, diversely- 
held companies suggests that the agency costs of 
the separation ownership and control are generally 
less than the benefits of separating the risk-bearing 
and decision-making functions (Jensen, 1993). 
Further research might usefully examine the 
changes which occur in companies which exit from 
quoted markets through public-to-private buy- 
outs; these transactions have recently been at rec- 
ord levels in the UK (CMBOR, 1999). Existing 
research on public-to-private buy-outs is primarily 
US-based and indicates significant performance 
improvements (see Thompson and Wright, 1995, 
for a review). However, while there has been con- 
siderable emphasis on the benefits to be derived 
from the reduction of agency costs through the in- 


ACCOUNTING AND BUSINESS RESEARCH 


teraction of closer monitoring by active investors, 
managerial ownership and high leverage, there has 
been less attention to the potential benefits of these 
arrangements for increasing entrepreneurial ac- 
tions by managers that would not have taken place 
under the previous governance structure (Wright, 
Dial and Hoskisson, 1998). Whilst we have 
pointed to some evidence on the enterprise effects 
of buy-outs, further research is required that 
systematically examines the relative importance of 
the agency cost versus enterprise perspectives. 

In much of the analysis in this area, care needs 
to be taken in dealing with potential endogeneity 
problems in respect of the link between governance 
variables and outcomes. Attention also needs to be 
addressed towards the measurement of the impact 
of efforts to enhance accountability and enterprise. 
Accounting profits and stock market returns 
performance variables may include the joint im- 
pact of both accountability and enterprise. Ap- 
proaches might incorporate accountability and en- 
terprise variables, together with interaction terms, 
in performance equations. There may also be 
scope for structural equation modelling of the in- 
terrelationships between different governance 
mechanisms, accountability and enterprise varia- 
bles and performance outcomes. 

At a theoretical level, there may also be scope 
for developing the dominant agency model of the 
relationship between shareholders and managers 
to include game-theoretic (e.g. prisoners’ dilemma) 
and procedural justice approaches. Such ap- 
proaches have been shown to be useful in respect 
of venture capitalist-entrepreneur monitoring re- 
lationships where one party does not have control 
over decisions (Cable and Shane, 1997; Korsgaard 
et al., 1995). These perspectives may be especially 
useful in focusing on enterprise issues in situations 
where, although shareholders are principals, they 
may not be in a position to control the nature and 
level of governance over management, who possess 
the intimate inside information on the operation 
of the business. 


II. Studies relating to UK corporate 
governance codes 


® What are the costs and benefits of compliance 
with the Cadbury and Greenbury | 
recommendations? 

The ‘regulatory burden’ of complying with the 
Codes was cited by Hampel as the motivation be- 
hind its attempt to substitute principles for details. 
However, the size and significance of the costs of 
compliance are unclear, as are the net benefits to 
be derived from compliance. Key issues here relate 
to the operationalisation of costs and benefits. One 
approach may be to use attitudinal surveys of di- 
rectors and institutional shareholders, although 
there may be difficulties in matching responses be- 
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tween these two parties in respect of individual en- 
terprises for reasons of confidentiality. 


* Has the 'quality' of financial reporting improved 
as a result of the Cadbury recommendations? 

Do the presence of NEDs and the formation of 
audit committees improve the quality of financial 
information? Moreover, are NEDs and audit com- 
mittees able to effectively monitor and control the 
validity of the financial information produced by 
the finance director? This research might, for ex- 
ample, be approached by examining market reac- 
tions to earnings reports subsequent to the for- 
mation of an audit committee. However, given the 
general introduction of audit committees following 
Cadbury, such analysis might need, for example, 
to take into account the timing of their introduc- 
tion and their composition (i.e. balance of insiders 
and outsiders). 


® Have the Greenbury recommendations led to an 
improvement in the relationship between 
performance and pay, and is it economically 
meaningful? 

It has been suggested that the Greenbury disclo- 
sures have led to a general increase in directors' 
remuneration. Ал important issue to investigate is 
whether any improvements in the relationship be- 
tween performance and pay is simply due to the 
addition of larger amounts of performance-related 
pay (in the form of options, shares, bonuses, etc.) 
on top of high fixed salaries. Empirical analysis 
may be restricted by the level of disclosure in com- 
pany accounts and the availability of information 
from share registers. 

In the absence of rigorous UK-based empirical 
evidence which enhances our understanding of the 
trade-off between enterprise and accountability, 
Ше force of the Hampel Committee's recommen- 
dations may be seriously undermined. The danger 
remains that the provisions of the Combined Code 
will be applied in a prescriptive manner. Ironically, 
it is possible that, if the code provisions are not 
applied in a prescriptive manner, the public and 
government view may be that self-regulation has 
not worked, and legislation will be forthcoming as 
part of the review of company law (DTI, 1998). 

The important broadening out of the gover- 
nance debate beyond the narrow Cadbury perspec- 
tive may be (mis)construed as a reaction to 
pressure from industrialists to reduce the regula- 
tory burden on companies. However, it has been 
argued here that there is a need for the governance 
debate to be moved forward by the development 
of a research programme expressly concerned with 
the relationships between corporate governance, 
accountability and enterprise. The paper has iden- 
tified directions for future research which might 
usefully examine this interaction. 
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The new financial capitalists: Kohlberg, Kravis and 
Roberts and the creation of corporate value. George 
P. Baker and George David Smith. Cambridge Uni- 
versity Press, Cambridge, 1998, ix + 257pp. 


Some years ago I watched as Henry Kravis made 
a presentation on the role of leveraged buy-outs in 
getting rid of wasteful expenditure by corporate 
managers. The irony that this presentation should 
take place in the splendour of the Hotel Majes- 
tique in Cannes seemed to be lost on the assembled 
audience of CEOs from some of the world's major 
enterprises. Kohlberg, Kravis and Roberts (KKR) 
have been financing buy-outs since 1976 and have 
developed a formidable reputation in creating 
value in under-performing enterprises, both 
through cutting unnecessary costs and by extensive 
corporate restructuring. However, the activities of 
buy-out specialists such as KKR have generated 
considerable political debate, especially in the US. 
This volume represents an attempt to show that 
much of this opprobrium is misplaced. 

The role of buy-outs in the context of the 
development of corporate control is reviewed in 
Chapter 1; buy-outs being identified as a crucial 
feature of the fourth merger wave seen in the 
1980s. The authors make the important point that 
it is rather superficial to view leveraged buy-out 
(LBO) associations such as KKR as marking a re- 
turn to the type of financial capitalism seen at the 
beginning of the 20th century. LBO associations 
represent a novel organisational form in which 
constituent companies are organised and funded 
by a separate investment partnership, each of 
which remains independent of the other com- 
panies' operations. The expected benefits from this 
arrangement derive from the introduction of gov- 
ernance and incentive mechanisms absent from 
quoted Anglo-American enterprises, that is signifi- 
cant managerial equity ownership, significant lev- 
els of debt and the involvement of active investors. 

The development of KKR from its early boot- 
strap deals through its pioneering work in break- 
ing through immense legal complexities with the 
completion of the Houdaille buy-out, and from 
small friendly deals to large, more hostile trans- 
actions is traced in Chapter 2. The role of KKR 
in creating value in owner-managed companies is 
covered in Chapter 3—partnership with manage- 
ment being portrayed as a key aspect of KKR's 
involvement. 
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Chapter 4 provides a fairly frank assessment of 
KKR's problem cases. In particular, the authors 
shed new light on the RJR-Nabisco deal, previ- 
ously portrayed in a rather notorious manner in 
the book and film ‘Barbarians at the Gate’ (Bur- 
rough and Helyer, 1990). The more sober analysis 
provided here of the problems that subsequently 
beset RJR-Nabisco suggests that the issues were 
more complex than the simplistic view that KKR 
had overpaid and over-leveraged the deal. Al- 
though disposals, cost reductions and operating 
profit increases were achieved initially, progress 
was adversely affected by the collapse of the junk 
bond market and the impact of a reduced credit 
rating on interest rates. These difficulties were fur- 
ther exacerbated by a price war in the tobacco in- 
dustry and growing political and social opposition 
to tobacco consumption. In these circumstances, 
in the authors’ judgement, KKR did all they could 
to turn the situation round, eventually effecting an 
ingenious realisation of their investment. However, 
beyond noting that the problem is not in the tech- 
nique of buy-outs but in its application, the 
authors offer little analysis of the factors that 
drove the buy-out market to the excesses of the 
late 1980s. This is a highly pertinent issue in the 
buoyant buy-out market environment of the late 
1990s, as excessive pricing and leverage reap- 
peared. It raises general questions about the nature 
of the incentives for buy-out financiers and their 
fundamental understanding of the businesses in 
which they invest. 

There is extensive evidence of the positive effects 
of buy-outs in the enterprises concerned, but there 
has been relatively little systematic research on the 
functioning of LBO associations as a new institu- 
tional form. Chapter 5 contrasts the operation of 
KKR with that of a traditional corporate head- 
quarters. The authors are sceptical, however, of 
attempts to liken the LBO association to the Jap- 
anese keiretsu. One might add, as Gilson and Roe 
(1993) have already pointed out, that the stereo- 
typical conditions in which LBO associations have 
been active are precisely the opposite of the con- 
ditions critical to the success of the keiretsu. In 
terms of the behavioural features of KKR, the im- 
portance placed on team building within a flat or- 
ganisational structure, the maintenance of a rela- 
tively small number of ‘deal doers’ and the 
emphasis on ethical behaviour are shown to be key 
to the firm’s distinctive approach to buy-outs. 
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Management buy-outs have existed in some 
form since at least the Industrial Revolution but 
until the early 1980s they were a rather obscure 
and marginal part of the market for corporate 
control (Wright et al., 1999). Thanks to the efforts 
of KKR and similar organisations, little short of 
a revolution has occurred over the past two dec- 
ades, which have seen buy-outs become part of the 
mainstream (Chapter 6). Two decades after its 
own creation, KKR had entered Europe with its 
investment in Newsquest and in 1998 led the buy- 
out of Willis Corroon, the largest deal of the year 
(CMBOR, 1998). In a statement displaying breath- 
taking parochialism, the authors claim that with 
the Newsquest deal the British were beginning to 
follow the Americans in undertaking management 
buy-outs. In fact, in every year since 1985 pub- 
lished figures show that there have been more buy- 
outs in the UK than in the US, and there has been 
a strong presence of US players in the UK market 
since at least that time. Buy-outs have also become 
a global phenomenon spreading to Europe, both 
East and West, and now making their appearance 
in Japan as that country's enterprises face the maj- 
or task of restructuring their activities. 

The authors identify four main lessons from 
their study. First, financial structure matters to 
corporate value creation. Second, value creation is 
a long-term pursuit that requires hard work and 
constant vigilance. Third, aligning managerial and 
ownership interests leads to good results. Fourth, 
flexibility in financing and adaptability to unfore- 
seen events are crucial determinants of success. 

Tellingly, the authors conclude that to achieve 
long term success it is not just leverage that is 
needed but also strong managerial talent, well- 
structured incentives and active board monitoring. 
In the light of experience over the last two decades, 
it has to be emphasised that not all companies are 
good subjects for high leverage, something that 
does not appear to have been appreciated by many 
practitioners. 

However, the buy-out concept is not limited to 
the use of high leverage to restructure firms in ma- 
ture sectors with stable cash flow and low invest- 
ment needs. Rather, in the 1990s buy-out finan- 
ciers have had to seek innovative ways to sustain 
business vitality, with more entrepreneurial ap- 
proaches such as growth and added value being 
emphasised to a greater extent than more tradi- 
tional ‘cost rationalisation. For ККК this has 
particularly involved investments in banking and 
insurance, where there were opportunities to re- 
structure under-managed assets; and leveraged 
build-ups in publishing, where there are oppor- 
tunities to grow businesses through acquisitions. 
Whether the claims by some market participants 
about their ability to generate significant added 
value will be realised remains to be seen. Question 
marks are especially raised about the trend 


ACCOUNTING AND BUSINESS RESEARCH 


towards investor-led buy-outs (IBOs) driven by 
private equity providers but who face asymmetric 
information problems, and about leveraged build- 
ups where the prospective gains may-depend heav- 
ily on the ability to arbitrage betweéh the price at 
which a private company is acquired, and the price 
at which the larger group which is created is sub- 
sequently realised. 

Overall, this volume provides an interesting, in- 
sightful and well-written analysis of probably the 
most influential buy-out firm. Although having its 
origins as a commissioned piece of work, the book 
can rightly be said to achieve its stated aim of pro- 
viding a more serious financial history to counter- 
balance some of the more lurid portrayals of the 
activities of KKR. The authors can claim with 
some justification that the legacy of buy-out spe- 
cialists is to have breathed new Ше into the mori- 
bund system of financial capitalism. 

Mike Wright 
University of Nottingham Business School 
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Disclosure of profit forecasts during takeovers: evi- 
dence from directors and advisors. Niamh Brennan. 
Institute of Chartered Accountants of Scotland, 
1998. v + 103pp. 


This study is drawn from the author’s PhD thesis. 
It reports the results of 11 interviews, conducted 
in 1993 and 1994, with a variety of participants in 
the takeover market, including directors of bidding 
and target companies (covering both friendly and 
contested bids), advisors and regulators, designed 
to establish why some companies volunteer profit 
forecasts as part of their offer or defence docu- 
ments while others do not. In view of the range of 
participants interviewed, it might be thought that 
the number of interviews is rather small, but the 
researcher claims that ‘a point of saturation [was] 
reached, whereby no additional details were com- 
ing out of the interview’ (p. 4). 

Given that companies almost never disclose 
profit forecasts as a matter of routine, the study 
hypothesises that there must be compelling reasons 
for disclosure during a takeover, and that the rea- 
sons will differ according to whether the takeover 
is friendly or contested. The interviews indicate 
that two closely-related factors are of particular 
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importance in influencing the disclosure decision: 
whether the forecast is out of line with what the 
company believes the market is expecting, and 
whether the forecast gives 'good' or 'bad' news. 
Companies will disclose forecasts to ‘correct’ mis- 
guided market expectations and are more likely to 
disclose good news, though they may disclose bad 
news, for example to underpin an agreed bid at 
what looks оп ће surface like an inadequate price. 
Other relevant factors are the views of advisors, 
profit variability through time (which influences 
whether market expectations are likely to be in line 
with company forecasts without disclosure), and 
the degree of uncertainty attaching to the forecast 
(the less confident the company is in the forecast, 
the less likely it is to be disclosed because of the 
risk to the directors if it turns out to be unreliable). 

Bidding companies disclose forecasts to support 
share prices during the bid. Targets of friendly bids 
do so to support the arguments for accepting the 
bid or because the bidder insists on disclosure as 
a way of obtaining a formally validated forecast. 
Targets of contested bids disclose forecasts to raise 
the offer price or to defeat the bid. There was gen- 
eral agreement that disclosure by targets of con- 
tested bids was not usually an effective defence 
weapon and it was rarely used. Where circum- 
stances were right, however, disclosure could be 
effective in raising the price, but there was only 
one mention of success in defeating a bid. 

The study concludes with a number of recom- 
mendations. Disclosure of profit forecasts should 
not be made mandatory, on the grounds that in- 
vestors interpret non-disclosure as a bad sign any- 
way and are thus not disadvantaged by it. As an 
alternative, public companies should be required 
to report quarterly, thus considerably reducing the 
need for short-term forecasts. Where forecasts are 
published, there should be a standard minimum 
information set, a statement of directors’ respon- 
sibilities, akin to that now published for out-turn 
information, and better regulation of the assump- 
tions used in producing the forecast. 

Brennan’s work is a small-scale empirical study, 
using semi-structured interviews to yield qualita- 
tive data, and, as such, it is soundly constructed 
and interesting. The report is well-written and 
clearly structured; the evidence is handled appro- 
priately and the findings are effectively supported 
by quotations from the interviews and explicitly 
keyed to previous studies. The work offers a num- 
ber of insights that should provoke further re- 
search. The report will also provide a useful model 
to be placed in the hands of research students con- 
templating a similar sort of study. 

However, the size and nature of the sample un- 
dermine the validity of the findings as empirical 
generalisations (as opposed to a source of in- 
sights). Responses show a degree of ambivalence 
about various issues, such as whether companies 
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do in fact disclose bad news even when there is no 
tactical advantage from doing so, in order to avoid 
being accused of suppressing it, and whether fore- 
casts tend to be bullish to enhance the desired tac- 
tical effect or conservative to give the directors a 
margin of safety should they not be met. This in 
turn limits the force of the findings as a basis for 
policy recommendations. In particular, the conclu- 
sion that there is no need for mandatory disclosure 
of profit forecasts on the grounds that investors 
will interpret non-disclosure as bad news and thus 
not be disadvantaged is problematic, when there is 
evidence that non-disclosure may be attributable 
to the news being neither good nor bad, and no 
evidence that, if there is bad news, investors can 
know how bad. 


B. A. Rutherford 
University of Kent at Canterbury 


Corporate communications: views of institutional in- 
vestors and lenders, edited by Pauline Weetman and 
Aileen Beattie. The Institute of Chartered Ac- 
countants of Scotland, ICAS, Edinburgh, 1999, x 
+ 119 pp. and Business Reporting: The Inevitable 
Change? edited by Vivien Beattie. The Institute of 
Chartered Accountants of Scotland, Edinburgh, 
ICAS, 1999. xiv + 133pp. 


The Institute of Chartered Accountants of Scot- 
land (ICAS) has a history of producing thoughtful 
discussion documents. Its current contribution is 
no exception. Corporate Communications and 
Business Reporting, two discussion documents, are 
presented very much as a linked pair. In Corporate 
Communications, interviews with institutional in- 
vestors and lenders yield information about the 
current state of accounting. This information is 
then refined and developed in Business Reporting. 
The roots of this research stem from the Jenkins 
Report (American Institute of Certified Public Ac- 
countants, 1994) which examined the present state 
of US financial reporting. However, it also neatly 
ties in with interview studies by Holland (1997) 
and Marston (1996, 1999), who have also recently 
reported results of interview studies sponsored by 
ICAS. These discussion documents thus continue 
the valuable Scottish tradition of interview-driven 
research. Indeed, ICAS has established an impres- 
sive research niche in this area. 

Corporate Communications is based on inter- 
views with 14 expert users of business information: 
five fund managers and in-house analysts, four 
brokers’ analysts and five bank lenders. Semi- 
structured interviews were conducted. Four key ar- 
eas were addressed: the decision-making process, 
information needs, risk and uncertainty and the 
ideal information set. This section of the report 
provides interesting information to those con- 
cerned with the decision-making process and with 
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analysts' information needs. For example, analysts 
prefer to develop their own analytical models. In 
one case, one lender used a risk-rating system 
based on 25-30 key variables. 

А particular feature of this type of research is 
the occasional quotable gems one comes across. 
Three examples will suffice: 


*About 60% to 70% of events surrounding a 
company are routine whereas the other 30% 
are unusual. The excitement of the invest- 
ment process lies in the 30%' (fund man- 
ager's comments on decision-making, p.25). 


*The finance director of Y Plc has never mis- 
led me and has always had a handle on all 
the numbers’ (fund manager's comments on 
information needs, p.37). 


*When we invest in a new company, we do a 
bit more detailed analysis but it is still the 
same figures that matter. Is the company 
growing? Is the balance sheet all right? Are 
margins sustainable? (fund manager on risk 
and uncertainties, p.59). 


Such quotations provide valuable insights into 
those wishing to understand users! needs and the 
investment process. 

Four themes were distilled from these inter- 
views. First, an annual cycle of communication 
which begins with the production of the annual 
report. Although criticised for its lack of timeli- 
ness, the annual report forms an important yearly 
event and reference point. Second, a problem of 
differential access covered by the one-to-one meet- 
ings which investment analysts increasingly have 
with management. These meetings are seen as cru- 
cial by the sophisticated investors, but potentially 
cause problems, especially given the UK's insider 
trading legislation. Third, the researchers were sur- 
prised to find a lack of concern with information 
overload. Sophisticated investors tended to be 
good at filtering information. Finally, the role of 
one-to-one meetings rather than external audit was 
found to be the key for creating and maintaining 
confidence. 

Business Reporting sought to explore these four 
themes through a questionnaire and follow-up in- 
terviews. Out of 308 questionnaires, there were 154 
responses (50%). These were spread over six 
groups: four user groups (21 corporate lenders; 29 
fund managers; 19 investment analysts; and 14 
small shareholders) and two preparer groups (29 
financial advisors and 42 auditors). The 15 tele- 
phone inteviews comprised nine users and six 
preparers. 

There were five main findings which, in the 
main, confirmed the findings of Corporate Com- 
munications. First, some dissatisfaction was found 
with information timeliness. Second, the belief that 
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one-to-one meetings were beneficial, but created 
the perception of unfair advantage. Third, 
information overload was again not perceived to 
be a problem. Fourth, the relative importance of 
one-to-one meetings rather than audit in creating 
confidence was confirmed. Finally, the quality of 
management was established as the principal 
driver of company performance. 

Having reviewed these findings, Business Re- 
porting sets out seven forward-looking proposals: 
the creation of an electronic library type corporate 
database available to external users; the layering 
and linking of information so that users can ex- 
tract customised information; pre-packaged 
information using standardised templates for each 
user group; extending access to company meetings 
by broadcasting general meetings live and by pub- 
lishing minutes from one-to-one meetings; addi- 
tional forward-looking, non-financial information, 
for example on intellectual capital and on direc- 
tors’ biographical details; more frequent library 
updates but not real-time reporting; and a move 
to assurance of information system processes 
rather than outputs. Rather than totally new pro- 
posals, this section should be taken as a synthesis 
of ICAS’s recent work in this area. Finally, Busi- 
ness Reporting sets out a research agenda for the 
future calling for research into areas such as the 
monitoring of corporate business reporting 
practices. . 

These two reports, therefore, represent a signifi- 


` cant attempt both to survey current views of fi- 


nancial reporting practice and to move forward. 
Overall, I find this attempt extremely creditable 
and exceedingly worthwhile. I do, however, have 
some concerns. First, the fact that both documents 
are produced together in February 1999 is perhaps 
unfortunate. Even more so when combined with 
Claire Marston’s Investor Relations Meetings: 
Views of Companies, Institutional Investors and An- 
alysts (ICAS, 1999), which is in the same broad 
area. The linked nature of the two ICAS reports 
causes some repetition, especially when the two are 
read sequentially. In part, this is an unavoidable 
consequence of summarising the findings for the 
casual reader. The main findings are repeated 
many times. If, for example, Appendix A which 
does a good, but selective, review of the literature 
was removed from Corporate Communications and 
the literature reviews and rationales of the two 
documents were combined, then we would have 
had one slightly larger report. 

Business Reporting follows on from Corporate 
Communications. However, at times there seems to 
be discontinuities. For example, the drivers of cash 
and profit are first established in Chapter 3 of Cor- 
porate Communications. They are grouped into 
headings such as the national economy, product 
market, industry, the business of the company, 
quality of management and quality of assets 
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(p.50). I therefore expected this structure to be 
used for the questionnaire survey in Business Re- 
porting; instead, five slightly different generic fac- 
tors emerge. 

А degree of perspective needs to be kept when 
evaluating this research. Initially, ш Corporate 
Communications 14 interviews were conducted in 
which to explore the issues. These were all expert 
users. In the second stage, Business Reporting, 
there is a mixture of expert users 69, inexpert users 
14, preparers 29 and auditors 42. Are themes 
derived from expert users necessarily appropriate 
for framing questions to such a wide spread of 
both expert and inexpert users and of preparers? 
In addition, the wide spread of users and preparers 
means that the numbers responding fall to small 
sample size (i.e., less than 30) in all cases except 
the auditors. Some of the respondents also seem 
to be from the same institution. General conclu- 
sions and proposals, therefore, are derived from 
what in some cases are quite small sample sizes. 

The discussion documents, on the whole, were 
well-presented. 1 particularly like the handy 
pocket-size format (ideal for train journeys). How- 
ever, I found one aspect of the appendices of Busi- 
ness Reporting frustrating. The lack of a coding on 
the tables made a quick assimilation of the study's 
findings difficult. One had to hunt through the text 
to decode the keys. 

I did wonder why the follow-up interviews were 
conducted. Comparatively little information was 
given in Business Reporting about their findings. 
This contrasts with Corporate Communications, 
which was really written around the exploratory 
interviews. Hopefully, the follow-up interviews will 
appear as an academic paper, as they undoubtedly 
contain much of value. 

Overall, however, I can wholeheartedly recom- 
mend these two discussion documents. They are 
essential reading not only for academics interested 
in research in this area, but also more widely for 
all those who are interested in the current state and 
possible future developments in external financial 
reporting. ICAS is to be highly commended. 


Cardiff Business School Michael John Jones 


Investor relations meetings: views of companies, in- 
stitutional investors and analysts. Claire Marston. 
The Institute of Chartered Accountants of Scot- 
land, Glasgow, 1999. xi + 125 pp. 


The 1990s have seen an increase of interest in all 
aspects of corporate communication. This study, 
building on earlier work, relates to the meetings 
(and telephone conversations) which are increas- 
ingly taking place between directors/managers of 
companies and institutional investors/analysts. 
This is clearly an important area, as concern has 
been expressed that price-sensitive information 
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could be divulged during such private discussions 
The approach of this study was to interview 1С 
directors/managers of FTSE-100 companies, six 
institutional investors and six analysts. The aim: 
of the study were to explore current practices ir 
organising investor relation meetings, to identify 
why these meetings are important and why they 
are held, to establish the topics covered in these 
meetings, and identify the perceived benefits anc 
problems arising from such interactions. Includec 
in the appendices is a useful outline of the current 
legal and regulatory framework relating to com- 
pany announcements and insider dealing. 

The three groups of interviewees considered that 
all types of investor relations meetings were im- 
portant and that they had arisen to meet the mar- 
ket's needs. These discussions included the finan- 
cial results, strategic issues and specific events such 
as takeovers. Not only did this enable the institu- 
tional investors/analysts to gain an insight in the 
running of the business, but companies also gained 
by receiving feedback and information about mar- 
ket sentiment. The main recommendations to 
come out of the study related to the increased 
transparency of the investor relations process, en- 
hancing the timeliness and completeness of 
information for all classes of investors (including 
forward-looking information which was divulged 
in meetings) and suggestions for improving the im- 
pact of these meetings. 

As such, the study provides a fascinating insight 
into this increasingly important area of corporate 
communication. Company directors obviously 
consider these meetings to be important—on av- 
erage the participating companies held 52 one-to- 
one meetings during 1996/97 (p.18). As is pointed 
out (p.ix), this is a massive amount of management 
time. According to company respondents, one of 
the major benefits of investor relations meetings 
was that it gave the attendees 'the opportunity of 
assessing the calibre of management’ (p.77) and 
‘[glenerally it was not considered that analysts 
gained a competitive advantage merely by having 
a meeting' (p.78). However, the danger is that one 
would expect these respondents to say these things. 
It is a pity that there is very little discussion of the 
steps taken to establish the validity of the data 
(i.e., the responses). One would have thought the 
latter was especially important in a study such as 
this, where a number of the company directors/ 
managers are involved in investor relations, and 
thus would be expected to be adept at putting over 
the message they wanted to put over. Given this 
situation, at least the acknowledgement of a po- 
tential limitation of the data would have been 
warranted. 

Although “ай participants were at pains to point 
out that price sensitive information was not dis- 
cussed' (p.103), the reader may not be entirely con- 
vinced by this. It was stated that ‘close periods [i.e. 
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that period immediately before the announcement 
of a company's results] were not maintained 
strictly by some companies' (p.56) and stock mar- 
ket efficiency was used to justify “ап incentive for 
managers to disclose inside information about 
what the forthcoming results are going to be' 
(p.45)! The suggestion that '[m]inutes would have 
to be edited in certain cases to preserve confiden- 
tiality' (p.ix) again implies that the institutional in- 
vestors/analysts at these meetings may have an ad- 
vantage over those who are excluded. This does 
raise a corporate governance issue (p.44); however 
it is problematic whether increasing transparency 
in investor relations can really be the answer. Even 
the ex-post release of minutes (including via the 
internet) would surely leave non-participants at a 
disadvantage. After all, timing is crucial in terms 
of potentially price sensitive information. 

It was considered that ‘таре, reputation and 
impressions are important attributes which can be 
enhanced through the meetings' (p.44). Company 
representatives considered that tbese meetings 
were “ап opportunity to sell the company' (p.87) 
and 'that they helped the share price to reflect the 
true value of the company by enabling all public 
information to be better understood by analysts 
and institutions’ (p.88). Interestingly, an institu- 
tional investor *was of the opinion that share 
prices of poor communicators had been "getting 
hammered recently"'. (p.92). One implication 
could be that directors may feel that they are able 
to talk up tbeir share price. This could help to 
explain their willingness to participate in so many 
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one-to-one meetings and their reticence for group 
meetings. À comparison of the share performance 
of communicating companies versus non-commu- 
nicating companies could make for an interesting 
(though difficult) study. 

Perhaps more could have been said about the 
nature of the ‘one-to-one’ meetings—an interesting ` 
insight might have been obtained regarding the 
ambiance of these meetings. Were these business- 
like mid-morning meetings or casual lunchtime en- 
counters? Implied in the study were presentations | 
by the company management, but equally they - 
could have taken the form of informal discussions. 
The way things are said is often as important as” 
what is said. Though this should not have an im- 
pact on share price, it would have added to the 
overall picture. 

In the foreword to the study it was stated that 
‘capital markets have become more sophisticated’. 
It would probably be better for a researcher to 
keep an open mind on this and then provide evi- 
dence to either support or attack this hypothesis. 
It is problematic whether the evidence presented 
necessarily indicates an increase in sophistication 
in the operation of the capital markets. 

The study gives rise to a host of questions and 
the reader is left to wonder about the implications 
of its findings—which, of course, is a good thing. 
This is clearly an area worthy of further study; 
however, the difficulty of obtaining relevant data 
should not be underestimated. 


Loughborough University Andrew Higson 
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